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Don't Take Traffic Costs for Granted 
by SERGE P. NEPRASH 


_ ARTICLE IS, FOR THE MOST PART, directed at those companies that have 

traffic departments and traffic managers, who are doing what appears to be 
an adequate, if somewhat pedestrian, job. Where do these companies begin in 
adopting a dynamic, critical approach to the rising transportation cost problem? 
Let us deal first with the internal factors involved, since they can be dealt with 
more quickly and more directly with optimum results. Then we can discuss the 
external factors, those involving contract and common carriers. 


INTERNAL FACTORS 


Control of Purchase Terms Involving Freight 


A major aspect of the matter of proper payment of freight has to do with 
control of purchase terms involving freight, such as “minimum freight allowed,” 
“freight equalized with nearest competitor,” “‘f.o.b., cars,” “f.o.b., warehouse,” 
etc. with endless variations. It is expensive to assume that the accounts payable 
department, merely because it becomes the repository of the purchase order copy, 
vendor's invoice and receiving report, can be the final authority on the amount of 
charges or allowances due or charged by the vendor. In some instances, invoices 
devoid of freight factors are automatically passed for payment when, in fact, 
significant freight allowances should have been granted. In encountering a com- 
plicated reconciliation between purchase order f.o.b. terms and invoice freight 
charges or allowances, are you prone to equivocate by stating, “Let's see what 
they did on the last invoice?” If so, don’t. Instead, use the services of your 
traffic department. Its personnel should be equipped to get to the root of situa- 
tions like these and come up with the valid answer. 

When faced with reconciliation problems such as mentioned above, my com- 
pany, The Armstrong Rubber Company, has found that, through use of the 
carrier's delivery check (also known as the consignee’s memo) as the control 





SERGE P. NEPRASH is Coordinator of Traffic for the Armstrong Rubber Company, West 
Haven, Connecticut, where he supervises all transportation costs for four production plants 
and a West Coast Sales Division. Mr. Neprash, a Registered I.C.C. Practitioner, also 
teaches Industrial and Motor Freight Traffic courses at New Haven College. 
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instrument, our problems were minimized. The first year the system was u 
$15,000 in freight debits were recovered at one plant alone. It works like tj 


1. The receiving department attaches the delivery check to the receiv- 
ing report and relays the two to accounts payable. 


2. Since the delivery check is an exact copy of the freight bill, it 
shows the actual shipping point (not vendor's home or billing 
office). The shipping point is matched to the f.o.b. point specified 
in the purchase order. 

3. If the points agree, the documents are filed and cleared when the 
invoice from the vendor comes in. If the shipping point does not 
agree with the purchase order point, the documents are taken to the 
traffic department for computing the freight charge or allowance. 


4. When the vendor's invoice arrives, the freight charged must be as 
pre-figured by the traffic department or a freight debit is sent to 
the vendor. 


5. Any freight charges on vendors’ invoices, not reconcilable by the 
above, are sent to the traffic department for its approval. For an 
accurate review the traffic department must have the freight bill, 
the purchase order copy, as well as the invoice. 


Audit of Freight Bills Before Payment; Old Bills 


In any discussion of freight charged by carriers, it is important to emphasize 
that the audit of freight bills before payment should be done as intensively a 
possible. At Armstrong, we cannot afford to underplay this responsibility fog 
over a year's time, we average an eighty-cent reduction on cach of the many 
thousands of freight bills we audit. Another more diversified rubber company 
averages a dollar reduction per freight bill. Let's face it—you check, verify, 
audit and extend every purchase invoice you receive from a vendor. Is it com 
sistent to slough off a $500 or $1,000 freight bill in a routine manner just 
because it is rendered by a regulated carrier? The answer is obviously “No” 
yet many, many companies do just that. Keeping in mind that (1) the country 
wide freight rate structure is complex; (2) a carrier rate clerk rates many bum 
dreds of commodities under pressure, at night mostly; (3) carriers have a high 
rate of rate-clerk turnover, implying inexperience; and (4) no carrier can pom 
sibly know an individual company’s rate structure as well as the company itself 
should—all these factors clearly indicate that a company can effect real savings 
by catching the inevitable carrier overcharges before payment. 

At this point, we should dispose of the oft-repeated refrain, “All carriers are 
regulated and their rates are the same, so why worry about close scrutiny of 
freight bills.” This statement is true insofar as it refers to class (or highest) 
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rates, which move only about 10 per cent to 12 per cent of our country’s 
tonnage. As tonnage and regularity of movement build up, a company gets into 
exception (or lower) ratings. Then, as the tonnage build-up accelerates, com- 
modity (or lowest) rates should be obtained. Thus, if your freight bills are 
simple to audit and at a high rate level, somebody is taking the easy way out. 
The lower rates, if obtained, do, it is true, complicate your audit job for the 
more exception and commodity rates you get, the more tariff publications must 
be kept on file to properly apply a rate and the more apt the carrier's rate clerk 
is to apply, in error, the simpler (i.e., higher) rate. 

This leads us into the matter of re-audit or outside audit of old freight bills. 
Your old freight bills for a statutory period of two years after billing date have 
a commercial value, as almost anyone who has used a reliable outside auditing 
agency can attest. Old freight rate “sharks” don’t “fade away”; they end up 
with audit specialist agencies, which use every angle imaginable to squeeze the 
last drop of claim potential from a freight bill. These overcharge claims, when 
paid by carriers, are usually split 50-50 between the principal, which is you, and 
the audit company. This is a perfectly legitimate enterprise and should be taken 
advantage of, particularly since the industry using these facilities has nothing to 
lose, as the splitting of the claim is the only charge. Not only does the audit 
company ferret out the carriers’ errors but it will furnish tariff references and 
legal “pegs” so that you will not make the same mistakes in the future. You 
get back the bills that are not used in entering claims. 


Consolidation Program; Shippers’ Association; Own Equipment 


There is nothing more remunerative in a traffic department's activity than an 
effective consolidation program. This is particularly true of companies with pre- 
dominant shipping or buying patterns on a less-than-carload basis. Consolida- 
tion, which is the pooling of several small shipments into a carload or truckload, 
takes immediate advantage of a transportation rule-of-thumb which states that 
the volume rate (full carload or truckload) is approximately one-half of the 
less-than-truckload or less- than-carload rate. Not only does pooling of smaller 
shipments into consolidation produce lower transportation charges but, also, 
significant improvement of service can be effected as the combined shipment 
moves forward on a truckload or carload basis rather than the usually slower 
less-than-carload or less-than-truckload service. 

Carrier rules provide that volume shipments can be stopped off at points inter- 
mediate to destination to complete loading or to partly unload. Assuming your 
stop-off or consolidated truckload, for instance, covers an outbound shipment 
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of finished products (although consolidation is equally as effective on the p 
chasing of raw materials) and you have a cluster of small orders at one of 
destinations, do not overlook the possibility of using a cartage agent for log 
distribution. His facilities for prompt deliveries at low local rate cost still p 
vide ample opportunity for service at lower overall rates than direct les 
truckload rates. Emphatically, on a normal shipping pattern, it is not extre 
to expect that an efficient consolidation program can reduce overall transpa 
tion costs at least five per cent. . 

Many companies are turning to the new device of joining a shippers associa: 
tion as a means of holding the line on rising freight costs. Companies which 
car ..ot effect consolidations of their own can now pool their freight with o 
cooperating companies to effect the volume economies not heretofore availabe 
them. Set up under an exemption of the Interstate Commerce Act, these 
tions, operating on a non-profit basis since they return to their members any and 
all savings effected, provide for their members many of the same services 
freight forwarders perform. In the absence of available associations, some comm 
panies have taken it upon themselves to start joint-loading operations of this” 
nature. Opportunities for cost reduction in this realm are so pronounced and 
it is a device so relatively unexplored, that it is the opinion of the writer that, 
within five years, these associations will control major blocks of tonnage in our 
nation’s flow of commerce. 

In any situation in which your major markets coincide geographically with 
your major sources of supply or raw materials, you have a natural possibility 
for owning or leasing your own private trucks. A guaranteed return haul is the 
key to such an operation and savings of 35 per cent to 40 per cent below 
common-carrier charges are a regular occurrence under return-haul circumstances, — 
With the advent of truck-leasing companies, the headaches of maintenance, taxes, 
licenses, and registrations are minimized. However, it must be remembered that, 
in inaugurating a private truck operation, the company involved must (1)” * 
answer the primary business test of the U.S. courts which stipulates that any 
such private operation must be in the furtherance of the company’s business” 
and (2) the driver must remain under the absolute control of the com ‘ 
preferably on the payroll as a regular employee. Any deviation from aaa 
points exposes you to charges of invasion of the field of contract or commoal 
carriage without an Interstate Commerce Commission or State Public Utilit 
Commission certificate. 

Naturally, there are many other factors involved in this area of internal traf 
cost control but, since it is not our intention to be all-inclusive in this artic 
we will touch just briefly on some of these additional factors. They are: 
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. Development of natural cooperation between traffic and other com- 
pany departments, particularly purchasing. The latter is singled 
out because practically every component part of the purchase order 
has its transportation overtones, i.e., routing section, f.o.b. points 
related to freight allowances and charges, optimum weights of 
purchases related to freight rates, inbound consolidation potential 
and sources of supply related to cheapest freight charges. 

2. Weighing by receiving department of inbound raw materials, par- 
ticularly high value products. 

3. Insistence on vendors supplying materials in unit-load packages of 


2000 to 4000 pounds each for ease and economy in unloading and 
internal handling. 


4. Establishing procedures for use of over, short and damage reports 
to be filled out by the receiving department immediately upon 
receipt of damaged or partly lost shipments. This document 
becomes very useful to purchasing, accounts payable and traffic 
departments, since it is their signal for action in re-ordering mate- 
tial, holding up or changing vendors’ invoices and initiating 
carrier inspection and/or claim payment. 

5. Cutting down the number of carriers picking up outbound ship- 
ments. This device can increase the amount of freight shipped 
each day without incurring any additional cost in the shipping 
department. 

6. Organizing the traffic department so that your traffic executive 
will have the time to implement a research and planning program 
necessary for significant transportation savings. 


EXTERNAL FACTORS 


Preliminary to expanding on the external factors involved in effecting trans- 
portation savings, it should be noted that it is in this area, i.e., relation of the 
industry to the carrier, that the cumulative experience of the traffic executive 
comes to the fore. Since the faculty for properly timing rate reduction appli- 
cations, gauging the proper rate levels, ability to negotiate, and knowledge of 
carrier and Interstate Commerce Commission rate processes should all be part 
of the makeup of the trained traffic man, management should take a good, 
long look at the man they have in this key spot to see if he fills the bill, at 
least in these several respects. 
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Minimum Weights; Carrier and Commercial Competition 


Since, in our examination of the external factors involved in trans 
cost reduction, we are dealing with the company and its relation to the various 
modes of transportation, a logical place to start would be to suggest that | 
review the weights at which you are receiving your carload or truckload 

It would be appropriate to ask yourself the question, “Are we actually loading 
all we can into a car or truck and can we achieve lower charges through reduced 
rates by loading more than heretofore required by the carrier tariffs?” Fog 
instance, if your commodity, either finished product, inbound raw materials of 
components, moves at a rate of $1.25 per 100 pounds at a tariff required mink 
mum weight of 24,000 pounds, or $300 for the haul, and if circumstances Us 
permit you to load 30,000 pounds regularly, there exists a good possibility that 
your carriers will consider lowering the rate to, let us say, $1.10 concurrent 
with establishing a new minimum at 30,000 pounds. In this way, you will not 
only lower your unit transport costs, but the carriers will boost their load °P 
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revenue to $330. 4 
On the above example, carrier competition enters the picture—and whole § | a 
volumes can be written about the effect of competition on rate-making. In other “a 
words, if you were moving your material via truck at the 24,000 pound mink in 
mum and found that the 30,000 pound level was proving satisfactory but your * 
trucker was balking at the proposed rate reduction, you can bet the rails will af 
be interested! Since the highway mode seldom wants to lose tonnage to the ex; 
rail mode, mere mention of your thinking of using the rails will yield resuliy W 
for your company. A word of caution here—the trucker’s average size is much the 
smaller than the average railroad, and the trucker tends to rely on key shippers, * 
of which you may be one. Keep in mind that you will be much better off with | 
a healthy, financially sound trucker, service-wise, claim payment-wise, etc. Heneg, 
rate reduction requests should be tempered to this objective. Reliance on large = 
shippers goes for the railroads, too, but not to the same degree. tha 
A natural concomitant to carrier competition is commercial competition, sing ori 
it, too, is a major factor in rate-making. As all common carrier rates are 1 rec 


quired by law to be published in tariff form, you should not only have the = 
proper tariffs in order to check rates charged you by your own carriers, but you hor 
should get to know the rates charged your competitors. In the absence of over the 
riding cost factors, regulatory bodies have held that, with similar tonnage and sto 
regularity of movement, competing industries should receive similar rate levels os 
on like commodities. Suffice it to say—know what rates your competitors ait Cit 
paying, for it is almost a certainty they know what you are paying. For instang®, fn 
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synthetic rubber was being shipped to New England via rail-water-rail from 
Texas at special 100,000 pound carload rates. The best level from Louisiana 
via the same mode was 70,000 pounds. Application to remove the discrimina- 
tion resulted in an equalization at the 100,000 pound level and lower rates 
from Louisiana. As an example of competitive scrutiny, any freight reduction 
on tires from Armstrong Rubber in Connecticut is watched, and matched, by 
U.S. Rubber in Massachusetts, and vice versa, because, as competitors, neither 
can afford to have the other gain a competitive cost advantage to any of the 
tire markets. 


Use of Contract Carriers; Storage in Transit 


Carriers differ to the extent that, whereas common carriers are forced by law 
to do business with anyone who calls for their service within the scope of their 
operating rights, contract carriers pick and choose to the extent that they can 
enter into bi-lateral contracts with any company the business of which fits into 
their operating scheme. The writer recalls, during his early days with Arm- 


* strong, reviewing a list of major raw materials used by his company. He no- 


ticed that several of these materials were shipped from Akron, Ohio, and know- 
ing of several contract carriers hauling between Ohio and New England, he 
met with them, established a reasonable level of rates and thereby. reduced his 
company’s freight costs on these several commodities by 25 per cent. There 
exists a Contract Carriers Conference in the American Trucking Association in 
Washington, D. C. which, for a reasonable charge, will conduct research in 
uncovering the contract carrier who, conceivably, can perform a service for you 
at lower rates than can, or will, a common carrier. 

One of the most neglected devices in the realm of traffic is the use of storage- 
in-transit. Although scattered use in relationship to trucks is known, storage-in 
transit is primarily used in conjunction with carload routings. Its rules state 
that, in shipping out of storage, only the remainder of the through rate from 
origin point to destination shall be charged, provided the storage point is di- 
rectly intermediate in the origin-destination route. Storage under storage-in- 
transit is permissible for up to a year before reshipment. As an example of 
how the rates work, if a company in New York contemplated distribution in 
the South, yet lacked warehouse space at the point of production, it could 
store at Richmond, Virginia and pay “freight in” at a dollar per hundred 
weight. Assuming later shipment to Charlotte, North Carolina, at a New York 
City-to-Charlotte rate of $1.25, the remainder of the freight is charged at 
twenty-five cents per hundred weight under the storage-in-transit arrangement, 
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plus a storage-in-transit charge by the railroad of ten cents per hundred pou 
Without storage-in-transit and still assuming storage at Richmond, the ship 
would have to pay the local Richmond-Charlotte rate of seventy-five cenig 
per hundred weight. Thus, the savings would be the difference between th 7 
through rate, plus storage-in-transit charge of $1.35 per hundred weight, am 
the combination of the two local rates of $1.75, or a clear saving of forty ¢ 
per hundred weight. 3 

Storage-in-transit becomes useful for raw material storage, particularly when 
local space becomes tight around the production facility. An example of this 
use by the Armstrong Rubber Company at West Haven, Connecticut, indica 
the potential. Tire cord fabric bought from Ohio carries the same rate to 
Haven as to Bridgeport, Connecticut, the storage point. At re-shipping ti 
the remainder of the through rate is zero, and we pay only the storage-in- 
charge of nine cents per hundred weight, thus saving most of the local Bridge 
port-West Haven rate of twenty-five cents per hundred weight. 

Fabricating or processing in transit are variations of storage-in-transit which 
should be explored if you are in that type of situation. A conference with your 
local railroad officials regarding storage-in-transit, or variations thereof, could” 
easily straighten out questions and details on this so-called railroad ‘‘privilege.” 
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Other Opportunities for Traffic Economies 


Even if the writer were qualified to do so, we could not possibly cover here 


all of the avenues for the control of transportation costs which are ie 


through working with the various carriers. However, some additional areas are 


1. Using the qualified carrier sales representatives as a valuable 
adjunct to your traffic department in such activities as tracing, 
expediting, rate surveys and cost consultations on specific operat- a 
ing problems. 


2. Applying for commodity (or lower) rates predicated on tonnages 
actually moving, tonnage building up, or prospective tonnage pre- 
dicted on future shipments or shifting of sources of supply on 
major raw materials, 


3. Weighing of special equipment, such as hopper cars or trucks or 
tank cars or trucks, after unloading, as a check on receiving pro- 
cedures, and printed tare weights on the equipment. 


hd.» 
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4. Obtaining of free transportation of pallets or platforms when 
loaded, since palletization provides incentive for faster loading or 
unloading, giving carriers better turn-around efficiency on their 
equipment. 
N.A.A. BULLETIN 
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In conclusion, the writer feels strongly that traffic activities are such that any 
transportation economies effected are immediate transfers from cost to profit 
in the company’s ledgers. In other words, a transportation saving of $10,000 
in a 5 per cent earning situation, is equivalent to $200,000 in sales. Thus it 
behooves management to ask itself whether its transportation experts are assum- 
ing their proper dynamic, imaginative place in the company organization which, 
in its many varied departmental breakdowns, finds itself more and more in 
need of qualified advice along the traffic and transportation line. No more can 
the traffic manager remain content to bury his head in a tariff or timetable all 
day and “stay out of people’s way.” In properly performing his duties, he has, 
in an evolutionary way, come to be depended on for crucial managerial deci- 
sions in the fields of distribution, warehousing, packaging, materials handling 
and plant location. 

There’s a gold mine in transit and only the proper mining will produce the 
yield! 





THE THEORY vs. PRACTICE GAP IN TEACHING ACCOUNTING 
by Robert G. Allyn* 


N A RECENT CONVERSATION with the taught in institutions of higher learning. 
dean of a school of business, I learned Perhaps the best answer to this was written 
that education for the accounting profes- by Dr. Michael McPhelan, S. J. in an ar- 
sion on a collegiate level has not yet gained ticle, “The Humanities and Education for 
complete recognition by the teaching pro- Business,” in Collegiate News and Views, 
fession. This is not startling. There are October, 1954. He wrote: 
still many professors in the field of arts “Let us talk a little about business. 
and science and a few professors of other Not can it be taught liberally ° 
business subjects who view accounting as but it i i 
a subject with essentially vocational ob- — It has more to teach better 
jectives. They would prefer to see ac- Gen sands el Meee end Gee. 
counting taught only in the high school = Business occupies much more of the 
commercial course or, at best, in a com- average man's life than does politics, 
mercial business school. This limited view for example, and it has had 
of accounting and the mistaken conception 
that it is co-terminus with bookkeeping, worthy of careful, scientific social study 
is an expression of a more deep-seated as politics.” 
notion that business courses generally are 


not of sufficient depth and breadth to be eral, as subject matter worthy of the best 


: . minds. What about accounting? Many 
* Chairman, Department of Accounting, _ ‘ . 
Canisius College, Buffalo, New York. critics of its place in the college curricula, 
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unfortunately, come from the ranks of ac- 
counting. For them, it is a vocation, purely 
and simply. No consideration is allowed 
for the professional aspect of accounting 
as exemplified, for example, by the work 
and responsibilities of the certified public 
accountant, the controlier, the auditor, the 
cost accountant, the systems analyst, the 
tax consultant, to mention only a few spe- 
cific and well-recognized areas in which 
accounting is practiced as a profession. To 
these can be added a great variety of sit- 
uations in which accounting meets with 
management on a high-level, policy-deci- 
sion basis. We have moved far beyond 
the realm of bookkeeping and the clerical 
functions accompanying accounting. How- 
ever, rather than extend these ideas further 
into the broader and certainly more im- 
portant problems pre-occupying the account- 
ing profession, let me confine my reflections 


to a few very specific suggestions or ques- 
tions. 


1. The business school dean referred 
to previously said that the colleges 
have been teaching the same ac- 
counting courses for many years 
without any apparent change in 
content or method. The answer is 
that this is not true. For instance, 
the greater interest shown in the 
problem of income determination 
and the many implications to be 
derived from the various interpre- 
tations of the nature of income has 
caused a shift in the course content 
of the accounting principles courses. 
The impact of electronic data 
processing has brought and will 
further bring about changes in 
courses in accounting systems. The 
promulgation of standards for the 
conduct of an audit by the Amer- 
ican Institute of Certified Public 
Accountants and the greater use of 
statistical sampling methods has 
brought about fundamental changes 
in auditing techniques and prin- 
ciples. Research studies by the 
N.A.A. into such vital problems 


14 





the business world, as seen ae 
the eyes of the professor and his — 
students. ae 


2. Can the course content be improved © 


by substituting other peohieaaaa 


those now common in course mate 
rials? What are some of these 
problems? The accounting pro 
fession should take the responsi — 
bility of advising the teaching pro 
fession as to its interests and its 
needs. 


3. In what manner and to what a 
tent can the teaching profession” 
improve methods? How close a 
felationship must or should there 
be between classroom and office? 
Perhaps teaching accounting should 
be confined to the principles and 
the theories with emphasis upon 
broad-generalized objectives. Yet 
we must not overlook the fact that 
an accounting principle is a crystal- 
lized convention or business prac. 
tice. The principles of accounting 
as taught cannot remain too long 
at variance with the practical ap- 
plication unless the principle is to 
become sterile and meaningless. 


4. How up-to-date are accounting text 
books ? 


5. Practitioners with a bent for teach- 
ing, plus subjects which can be 
taught to supplement the course 
curriculum, would offer many ad 
vantages. At least they would 
bring the practitioner in the class 
room where he can see for himself 
what the limitations are in bridg- 
ing the gap between theory and 
practice. 


I appreciate the fact that the foregoing 
points pose more questions than they al 
swer. But perhaps our readers can supply 
the latter. 


N.A.A. BULLETIN 
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Keeping Up-to-Date on “Lifo” 
by BYRON..L. MABIE 


= BASIC CONSIDERATION IN THE VALUATION OF INVENTORIES IS COST, but 

several accounting theories have been widely used in determining cost for 
the purpose of pricing inventories. The most common of these methods have 
been first-in first-out (“fifo”), average cost, and last-in first-out (“lifo”). Out 
of these three methods certain acceptable variations have evolved. This has 
been especially true of the evolution of methods under the “lifo” concept. This 
paper attempts to set out and explain some of the “lifo” methods which are 
being accepted, together with the problems involved in their adoption and 
administration. 

Over a period of time and out of tax court decision and subsequent amendment 
of regulations has come three rather well-defined modifications of the “lifo” 
concept of valuing inventories. These are (1) unit “lifo,” (2) dollar value 
“lifo,” and (3) chain-index “‘lifo.” All of these are being used in commerce 
and industry today. They have been accepted by the Internal Revenue Service. 
They are adaptable, in one of the three forms, to almost any business enter- 
prise in which inventory valuation is a major concern. 

Because of the bearing which inventory valuation has on profit through its 
effect on cost of sales, it is imperative that a review should be made of all the 
inventory valuation methods available to any tax-paying enterprise in order 
that the best method may be selected. Another very important consideration is 
the fact that once a method is selected, it must be used from year to year. 


The Decision to Change to "Lifo”™ 


The advantages which will accrue to a company considering a change to the 
“lifo” method of valuing inventory must be substantial and significant in order 
to merit the change. The stature of the problems spot-lighted by management 
review certainly makes this fact apparent. In the first place, “lifo” requires 
additional work. The method of inventory recording and costing currently in 
use must lend itself to a change to “lifo” procedures without costly alterations 
or the assumption of an undue clerical burden in maintaining “lifo” data. 





B. L. MABIE, Rockford Chapter, 1952, is Manager of Cost Accounting and Production 
Control at Eclipse Fuel Engineering Company, Rockford, Illinois. He has directed the 
installation of cost and production control systems now in use at the California and 
Canadian subsidiaries of his company. Mr. Mabie is a graduate of the University of 
Illinois. 
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Therefore, a decision to take any irrevocable step must be carefully 
between long-range costs of the change and long-range benefits to be der 
However, because the decision to adopt “lifo” is related to future ecor 
trends, if it is believed that price index figures will increase substantially 
that a considerable portion of the increase will be permanent, it must be 
nized that the adoption of “‘lifo” is at least an attractive consideration. : 

The stability of inventory is an important consideration. Reduction of inven 
tory in high tax years might add income saved out of the business activity of 
lower tax years. Also the liquidation of inventory due to any one of a number 
of reasons might be a serious risk as in the case of involuntary liquidation 
during a period of war. A special difficulty is measuring the performance of ¢ 
“lifo” company against non-“lifo” companies. A disadvantage may arise out 
of the use of “lifo” when comparing the profit results of a “lifo” company 
with the profit results of a non-“lifo” company. However, the Internal Reve 
nue Service has ruled that the difference between “‘lifo” and “fifo” inventor 
can be interpreted in published reports without penalty to the use of “lifo” 
Moreover, if it is sound for one business within a similar group of enterprises 
to elect “lifo,” it may be found that many within the group will soon do like 
wise. 

In summarizing the points bearing on the decision to adopt “lifo,” it must 
be realized that any enterprise must relate its position to its own portfolio of 
problems, as they relate to future developments. In order to reap the major 
benefit of “lifo” adoption (deferment or possibly a permanent saving of taxes), 
the following conditions, which all pertain to the future, must be met after the 
election has been made. 

1. Prices must increase and a considerable portion of the increase 
must be permanent. 

2. Inventories must be maintained at the levels established at the 
time of “‘lifo” election. 

3. In the event of any inventory liquidation, tax rates must be the 
same or less than those in effect at the time of “lifo” election. 


4. Provided that a subsequent decrease in prices occurs, after initial 
increases, the final decrease must not be to a point lower than that 
in effect at the time of “lifo” election. 


Unit Method of “Lifo” 
In dealing with the unit method, we will employ a fictional case. The books 





of the Hypo Company reveal the following inventory facts: 
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Unit cost Value 








Jan. 1 300 wits 1.00 $300.00 
Receipts— 

Mar. 1 300 1.10 330.00 

June 1 500 1.15 575.00 

1 700 1.20 840.00 

Nov. 1 700 1.25 750.00 

Totals 2500 units available to sell $2795.00 
Inventory— 

Dec. 31 700 Inventory at 

? =~ cost 
1800 units sold ? Cost of 


Problem: To cost the inventory increase of 400 units and to add it to 
the value of the 300 units comprising the inventory of January 1. 


Under unit “lifo” there are three acceptable methods of determining the cost 
of any inventory unit increases. The units of invéntory increase may be costed 
at straight “‘lifo,” average cost, or “fifo” cost. Any one of these methods may 
be selected to determine cost of additions but, once a method has been selected, 
it must be used consistently from year to year. It may not be changed to obtain 
a more favorable cost of sales at each fiscal year end. 

If added units are costed at straight “lifo,” the 1800 units sold during the 
year are assumed to be the last units added to inventory or those purchased on 
November 1, September 1, and 400 of the units purchased on June 1. The 
beginning inventory, January 1, included 300 units. Therefore, the 700 units 
comprising the ending inventory consists of these original 300 units plus the 
300 units purchased March 1, plus 100 units of the June purchases which were 
not sold. Inventory cost is computed as follows: 


Inventory— 
Jan. 1 300 units at 1.00 = $300.00 
Cost of additions 
Mar. 1 300 units 1.i0 330.00 
June 1 100 units (not sold) 1.15 115.00 445.00 





Total inventory cost $745.00 
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If the added units are costed at average cost, the results will be: 


Inventory— 
Jan. 1 300 units at 1.00 = $300.00 
Cost of additions 
Mar. 1 300 units 1.10 Average cost 
June 1 400 units 1.15 1.125 
Inventory increase 400 & 1.125 = 450.00 


Total inventory cost $750.00 





Under “fifo,” the 1800 units sold are assumed to be composed of the oldest | 


and/or first received shipments, or 300 units received March 1, 500 units re 


ceived June 1, 700 units received September 1, and 300 of the units received © 


November 1. Inventory cost is computed, as follows: 


Beginning Inventory § 300 units at 1.00 $300.00 
Cost of Additions 400 units (not sold) 1.25 500.00 
Total inventory cost $800.00 





The cost of sales will be affected, as indicated, when amounts arrived at 
above are substituted for the question marks shown in the first table. 

It may be said, then, that “lifo” inventories consist of two elements, the 
“lifo” base which is composed of the number of units on hand at the opening 
of the base year of “‘lifo” election costed at the base year’s cost and the increase 
increment, which is the number of units of inventory increase. These are costed 
by one of the above three methods and added as a separate unit of value to the 
base value. Simply illustrated it is, as follows: 


100 units @ base price = 1.00 $100.00 
(base year’s opening inv.) 
110 units (base year’s closing inv.) 
10 units—base year’s increase 
@ increase price = 1.10 11.00 
Total ending inventory—base year $111.00 


If the second year’s inventory is composed of 125 units, then the “lifo” 
computation might appear, as follows: 








100 units (at lifo base price) 1.00 = $100.00 
10 units (at 1st year’s increase cost) 110= 11.00 
15 units (at 2nd year’s increase cost) 130= 19.50 

Total ending inventory 2nd year $130.50 
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After adoption of “lifo” and regardless of which method is used to deter- 
mine the cost of the increased number of units, (average cost, “lifo” cost or 
“fifo” cost), under the “lifo” method the years, themselves, are on a straight 
“lifo” basis. The inventory cost of the opening inventory at the year of adop- 
tion becomes a base unit of value to be applied against the like quantity of 
inventory in every successive year. This unit of value is known as the “lifo” 
base value. Every year thereafter this specific value is applied to a like quan- 
tity of units of inventory so long as the number of units on hand does not 
decrease below the number on hand at the base year. The cost of any unit addi- 
tions are maintained as separate and distinct elements of total increased inven- 
tory value, as shown in the sample illustration above. They are added as dis- 
tinct units of total inventory —cost in each of the years in which they occur. 
They are to maintain separate identity as long as they exist. 

In the case of unit reductions, the value added in the most recent year is 
removed first, the second most recent year’s additions next, etc. as long as 
annual unit reductions continue to occur. This process of elimination of pre- 
vious annual additions, due to subsequent reductions in unit quantities of inven- 
tory, continues as long as subsequent unit reductions do not recede below the 
quantity on hand at the time of “‘lifo” election. If further inventory reduc- 
tions are made, then these reductions are costed at the original “lifo” unit 
price. Such reductions result in the establishment of a new “lifo” base quantity 
extended at the first year’s opening (“lifo” base) unit cost. Further reduc- 
tions diminish the “lifo’’ base value to an even lower cost plateau. 

Subsequent unit additions to inventory, after the establishment of a new 
base quantity, are added as has been described and unit increases or decreases 
are applied from this newly established base. To illustrate unit reductions in 
inventory with subsequent additions to a new base quantity, our illustration 
continues: 


3rd year’s inventory = 105 units 





100 units (base year’s opening inventory @ 





base year’s price) 1.00 = $100.00 
5 units (at base year’s increase) 1.10 = 5.50 
3rd year’s inventory value $105.50 





The value of the 15 units added in the second year has been re- 
moved, as have 5 of the 10 units added in the first year. 
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4th year's inventory 





90 units at base year’s price 100 = 90.00 


All subsequent additions are gone plus 10 of the units included in 
the first year’s base. The new base quantity is 90 units at $1.00, the 
“lifo” unit base price. 


Sth year’s inventory = 115 units 





New base quantity 90 units 1.00 (“lifo” base price) 90.00 
Sth year’s additions 25 units 1.35 33.75 


$123.75 


The fifth year’s additions are added to the newly established base 
of 90 units as previously shown. 


Dollar Value “Lifo” 


The dollar value method of “‘lifo” valuation of inventories is now available 
to both commercial and industrial taxpayers. In general, this method involves 
a dividing of the different items which comprise the total inventory into sev- 
eral groups, each having related inventory characteristics. The aggregate dollar 
amount of each group is used as the basis for measuring relative inventory 
quantities within the groups, without making any direct comparison of the 
number of units of inventory items in the beginning and ending inventory of 
each of the groups. Since the aggregate cost of all of the items within each 
group at ending inventory is compared with the aggregate cost of all the items 


within each group at beginning inventory, considerable thought must be given © 


to the items to be included within the aggregate of each group. 

If items included within the several groups are not related in physical aspects 
or if the price trend of some items within a particular group does not vary 
in the same manner as the other items included, considerable distortion might 
occur. It is for the above reasons that good accounting practice requires that, 
to properly apply the dollar value method of “‘lifo” valuation, inventories must 
be classified into homogenous “‘lifo” groups. After this division of inventory 
items or components has been made and all items to be included within the 
several “‘lifo” groups have been completed, procedures must be established to 
ensure the inclusion of such parts within their home “lifo” group in every 
inventory listing thereafter. 

In order to establish and administer the dollar value “lifo” method, a num 
ber of steps must be observed. First, divide the inventory into related home 
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genous groups as described above. Prepare a listing of all of the items within 
each group. All segments of inventory need not be included in the dollar 
value “‘lifo” computation. A management may elect not to include certain 
items within the computation because of economic or convenience reasons. 
However, good practice would adequately describe items not included. Second, 
price the items within the groups at the beginning cost. Total the extensions 
to obtain the aggregate dollar value of each “lifo” group. This is the group 
dollar value or the group “‘lifo” base and will be used for future inventory 
valuation purposes. At the end of the first year after adoption of dollar value 
“lifo” and at the end of each year thereafter, the items in the inventory are to 
be classified in accordance with the group listings. New groups may be added 
as required. Also certain items within existing groups may not be present at 
either the beginning or ending of any given year, but this may not seriously 
affect the aggregate dollar value of its total mixture of items. 

As a third step, measure the change in price level for the year on the aggre- 
gate dollar value of all the items within each group. In order to determine 
this “price relative” factor, it is mecessary to double-price each item in the 
ending inventory. Extend the number of units of each item on hand in each 
group by the uni¢ cost at year end and the unit “‘lifo” base price (the unit 
price of each itera which was applied to the original “lifo” inventory in the 
second step). The fourth step is to compute the “price relative” increase or 
decrease by dividing the total of each “lifo” group ending inventory extended 
at ending prices by the total of each “lifo” group ending inventory extended 
at “lifo” base prices. 

Compute any dollar value increase within each group, as revealed by a net 
increase in the aggregate quantity of dollar units within the group. This 
fifth step is accomplished by subtracting the opening inventory, extended at 
the “lifo” base price, from the ending inventory extended at the “lifo” base 
prices. Any resulting remainder will, of course, reveal the current year's in- 
crease in the aggregate dollar value of all the units included within the group. 
Since the increase occurred during the current year, it must be reflected in the 
current year’s inventory at current cost. This current cost is obtained by multi- 
plying the “price relative” factor obtained in Step 3 by this dollar value 
increase expressed at “lifo” base prices. If the double extension of opening 
and ending inventories at unit “lifo” base prices reveals a decrease in the 
aggregate dollar value of all of the units within a given group, this decrease 
must be subtracted from the last previously added increase to this specific 
group. This procedure conforms to the principle explained earlier. 

The sixth and final step in dollar value “lifo” procedure is to determine 


AUGUST, 1958 21 











the amount to be added to the “‘lifo” reserves for each of the “lifo” groups” 
It has already been stated that it is necessary to double-price every item within 
each of the inventory groups, first at the unit “lifo” base prices and second af” 
the year end prices. From the group ending inventory extended at ending 
prices, it is necessary to subtract the sum of the inventory extended at “life” 

base price and any increase derived by the application of the price relative 

factor, as set forth in Steps 4 and 5. Each year’s additions so derived are segre 

gated and must maintain a separate and distinct identity. A useful compute 

tion work sheet for determining group dollar value “lifo” computations % 

illustrated in Exhibit 1. 





DOLLAR VALUE GROUP "LIFO" INVENTORY COMPUTATION 




















GROUP NO. I DATE “Life” Com: tion (cont’ 
DESCRIPTION-STEEL - plate - sheet - bars - tubes - struc- 3. Apply price relative Tatler ts Gay increase 
urale - boiler tubing - fabricated steel boiler shells - steel obtained in Step 2. (Omit if no increase 
weldments - Pressed boiler heads - tanks - tank ends eccurred, or if a decrease occurred.) 
Beginning inventory at “lifo" base prices $249, 846. 12 27,$67.5821.166 «= 32,260.40 
Ending inventory at “lifo” base prices 277,513. 70 
Ending inventory at ending prices 323,526. 85 4. Add the amount computed in Step 3 to begin- 
"“Lifo" Computation ming inventory at “lifo" base. The result is 
1. Compute “lifo” price relative. the "lifo” inventory value at year end. $249, 846.2 
32,260.40 
Ending inv. @ ending prices «= 323,526.85 L166 282, 106.3% 
Ending inv. @ “illo” base prices I77, 513. 76 eee 
5. Subtract the “lifo” inventory value obtained in 
2. Compute dollar value increase in each group- Step 4 from the ending inventory at ending 
any. Subtract beginning inventory at “lifo” prices. The result is the amount added to 
base from ending inventory at “lifo” base . $277,513. 70 the "lifo" reserve. $323, 526.485 
249, 646. 12 282, 106.52 
27,667.58 41,420. 33 
EXHIBIT 1 


Chain Index “lifo" 


Chain index “‘lifo,” a modification of straight dollar value “lifo” has been 
developed to comply with “lifo” requirements in companies which have inven 
tories of a constantly changing nature. When it is understood that the basic 
requirement of the dollar value method of pricing “lifo” inventories requires, 
as an essential step, that an index be developed which relates current costs to 
those of a previously adopted base year, it will also be understood that a very 
significant problem exists if it is sought to relate the value of shifting of 
changing inventories to such a base. 

A toy manufacturer might manufacture steel toys in one year and subse 
quently, because of defense requirements, be forced to manufacture toys of 
wood. A manufacturer of optical supplies might manufacture spectacle frames 
and temples in plastic and subsequently, because of style changes, manufacture 
these items of gold-filled metal. A department store might liquidate the items 
comprising the inventory of a given department and replace the inventory 
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with entirely different items. The shifting nature of these inventories would 


present problems within the previously discussed application of dollar value 


‘lifo.” 


A chain index of relative values may be employed to resolve the difficulty. 


It is derived, as folows: 


1. Each year’s inventory is priced first at the year-end costs and then 
at the immediately preceding year's costs. 


2. Beginning at the year following the base year, this pzucess is ap- 
plied to each year’s ending inventory up to the point in time for 
which the index is desired. By this process, a separate index, 
representing the cost change from the previous year, is derived for 


each of the years included. 


3. All of these individual indexes are then multiplied together. The 
product is a chain index, which is comparable to the direct index 
derived under straight dollar value “lifo.” 


The “‘lifo” chain index is a good estimate of the direct index when certain 
conditions exist. If there is no change in either the relative quantity or rela- 
tive costs of items included, then the chain works very well, but where a change 
in either relative quantity or cost occurs, the index for any given year may be 





























LIFO DIRECT INDEXES _ 
INVENTORY VALUATION 
Curren: Base Year At At Base 
Unit Unit Current Year Direct 
Year Item Units Price Price Prices Price Index 
* b c d . f h 
exd exe f+, 
Base Wool 150 $2 $2 $ 300 $ 300 
Cotton 300 4 o 1,200 1,200 
Silk 450 10 10 4,500 4,500 
¥%, 000 FG, 000 1, 000 
lst Wool 50 $2 $2 $ 100 $s 100 
Cotton 400 5 + 2,000 1,600 
Silk 250 13 10 3,250 2,500 
55, 350 ¥4, 200 1,274 
2nd Wool 150 $2 $2 $ 300 $ 300 
Cotton 1500 15 4 22,500 6,000 
Silk 900 11 10 9,900 9, 000 
532, 700 $15, 300 2. 137 
3rd Wool 150 $2 $2 $ 300 $ 300 
Cotton 300 4 + 1,200 1,200 
Silk 1300 10 10 13, 000 - 13,000 
374, 500 4, 1. 000 
EXHIBIT 2 
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greatly distorted. Unless some subsequent offsetting shift occurs, this dunia 
tion will remaif as «-pérmanent distortion within the chain index. Subsequent” 


fev fan, er 


shifts will continue to cause additional deviations to be incorporated into the 


chain. Also any undiscovered errors in computation, which might accidently 
occur, will remain as permanent distortions, hidden within the chain. 


Monitoring the Chain Index 


Exhibit 2 illustrates the derivation of a direct “lifo” index for a group of 
products over a period of years. It will be noted that the unit price of the 
items included within the group have, in the third year, returned to their base 
year values. This is also reflected by the direct index in the third year. It will 
also be noted that, during the years included, both the relative costs of the 
items and relative quantity of the items within the group showed marked 
changes. These conditions, exaggerated for illustration, point to the fact that 
the direct index does not deviate in its revelation of the true relationship be 
tween costs in the base year and each of the subsequent “lifo” years. 


























LIFO CHAIN INDEXES 
Next INVENTORY VALUATION CHAIN INDEXES Direct 
Current Preceding At At Next Next Index 
Unit Year's Unit Current Preceding Preceding Current from 
Year Rem Units Price Price Cost Year Cost Year Year Appendix A 
. ’ ¢ d a 2 s b i j 
figxh 
Base Woal “150 FZ 3 Ta eT) 
Cotton 300 4 — 1,200 1,200 --- 1, 000 1, 000 
Silk 450 10 woos 4,500 4,500 (Base) 
Base 
Ist Wool 50 $2 $2 $ 1000 $~—s«d100 
Cotten 400 5 4 2,000 $ 1,600 
Suk 250 13 10 3,250 2,500 
TS.35 864,200 1. 000 1.274 1.274 
2nd Wool 3S 150 $2 $2 $ 300 $300 
Cotten 1500 15 5 22, 500 7,500 
Silk 900 ll 13 9, 900 11, 700 
332, 700 Fi9, 500 1,274 2. 136 2. 137 
ird «= Woolhs150— $F 2 $2 $ 300 $300 
Cotton 300 4 1s 1,200 4, 500 
Sik 1300 10 11 13, 000 _14, 300 2. 136 1. 621 1. 000 
$ 14,500 $19, 100 





EXHIBIT 3 


Exhibit 3 illustrates the derivation of a “lifo” chain index for the same 
products, relative quantities and relative costs used in Exhibit 2. Here, however, 
a chain index is used to relate these costs to those in effect in the base year. It 
will be noted, however, that the chain index indicates for the third year that 
the costs of the items within the group are more than one and one-half times 
the costs in the base year, while the actual fact is that they are exactly the same 
as the base year costs. 
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Because chain indexes computed in the manner described above are subject 
to distortion in either direction, a method of detecting both the direction and 
extent of the distortion is necessary. Since it may be difficult, costly, or actually 
impossible to obtain a direct index by double costing every item within shifting 
inventory groups, the sensible alternative is to select a statistical sample of the 
items within the group and to develop an estimate of the current-to-base-year 
cost index by pricing the items in both current and base year costs. Here the 
problems involved in double pricing are reduced in magnitude and cost to a 
point where the function becomes reasonable to perform. 
It may be said that good accounting practice would suggest the adoption of 
the following principles in the use of chain index “lifo”: 
1. To satisfy the requirements of good accounting procedure, a direct 
index monitor should be derived to measure the quality of any 


“lifo” chain index. This monitoring index should be composed of 
a statistically sound sample of the “lifo” inventory. 


2. Until such time as the Internal Revenue Service officially recog- 
nizes and accepts the theory of chain index “lifo,” or until indi- 
vidual specific use of it is accepted, it seems imperative that an 
annual direct index monitor of the chain must be derived. 


3. Wherever the results obtained from the use of a chain are sub- 
stantially different than those obtained from the use of the moni- 
toring direct index, the difference must be set out or else the 
method of double costing the entire inventory at base year costs 
and at current costs must be accepted as necessary in order to use 
the dollar value method of valuing “lifo” inventories. 





WHAT IS YOUR TRUE AND AVAILABLE PROFIT? 
by Sterling L. Smith* 


HE RECENT RESEARCH REPORT ON DEPRECIATION (N.A.A. Research Series No. 33) 

is interesting and provocative. It is good to see so much space and consideration given 
to useful new ideas (although disappointing to see such a low percentage of the respond- 
ents really interested in these ideas). In this generally stimulating context, it is startling 
to see one statement which is likely to prove most discouraging to those just approaching 
the problem of writing into accounts and statements depreciation which is adequate to 
cope with inflation. (And deflation, too, if it ever comes persistently.) 

On page 13, we read, “In order to provide a source of funds for replacement of 
facilities, adequate depreciation charges must of necessity be deductible.” But the report 
almost immediately explains how replacements are provided otherwise, including retained 
after-tax profits. Some of us feel that a clearly-understood and applied depreciation policy 





* Manager, Cost Department, Palmetto Service Corp., Greenville, South Carolina. 
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governments. 


An example or two may help to emphasize this. Let us first take quite an “innocuous” 
example, of a company with a fairly good profit and with depreciation only moderately 


important (as manufacturing operations go): 






would make for a safer financial structure and a better understanding of this entire prob 
lem, not alone by accountants and management but importantly also by the public and by — 





Sales $1,000,000 
Costs—except Depreciation $780,000 

Depreciation based on cost 50,000 830,000 
Net Profit Before Income Taxes (Conventional) $170,000 
Income Taxes (55% of $170,000) 94,000 
Net Profit After Taxes (Conventional) $76,000 
Depreciation added for inflation 30,000 
Net Profit After Taxes (True and Available) $46,000 


Relative to sales, the 5% Depreciation is low, 7.6% Net Profit is fairly good (it will 
yield 15.2% on Net Worth if turnover is a fairly-typical 2 times)—and a 60% inflationary — 
adjustment of depreciation is moderate where depreciation is no more important thas 
in this case. Yet this adjustment reduces by 40% our idea of the amount of profit available 


for dividends and expansion of the business. 


Even the government now acts in the belief that the man who sells his house for twice 
what he paid for it 15 years ago, and then has to put all his money back into an equivalent 
old house across town, has not really made a profit. He has merely received more chips, 
but “somebody” cut the value of the chips while the game was going on. (Uncle Sam 
of course, but he won't admit it.) Even the government knows that what it called an 
income tax in this case until 1950 was actually an expropriation of capital. So far, business 
has not been able to muster enough votes to get this same capital expropriation corrected 
in business. And may it not be simply because we have kept our own and everyone else's 


eyes closed to the facts? 


But should we let governmental unwillingness to face the facts—for perfectly under 
standable selfish reasons—keep the blinders on ourselves? Most managements today have 
the intuitive feel of “something rotten” about the stated profit figures. They refuse 
pay out more than 60% of earnings—sometimes much less, particularly when they want 


growth. And even then, they find they have to borrow sizeably for much expansion. 


Back to examples—cut the conventional pre-tax profit on sales to 10% and then? 
$45,000 conventional Profit shrinks by two thirds to only $15,000. If the proper depre 
ciation were then $50,000 instead of the original $30,000—the apparent profit of $45,000 


is really a dissipation of assets (a loss) of $5,000. 


Isn't it worth seeing what our figures look like in this light? And then telling ou 


stockholders and the world about it? 
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Realizing Cost Objectives 
Governed by Profit Objectives 


by GEORGE J. WACHHOLZ 


ON OF THE RESULTS of the impetus received by cost accounting during 

World War II was the recognition by corporate management of the 
values and benefits which could accrue to a company from accurate cost informa- 
tion. A negative result of the same period was the emphasis on production, 
with costs a secondary consideration. This same philosophy carried over into 
the postwar period when, due to the shortage of goods to supply the demand, 
it was possible to increase prices sufficiently to cover costs, portions of which 
were actually unnecessary. However, under the pressure of increasing competi- 
tion and due to continual improvement in costing techniques, these unneces- 
sary costs have gradually been reduced and there has been continual improve- 
ment in the development and application of standard cost procedures. However, 
have we gone far enough? Have we, for example, keyed our standard cosis 
to profit results or have we taken the viewpoint that, if the cost standards were 
met, the results would be satisfactory ? 

Budgetary control procedures have been improved during this period and 
have received much broader acceptance. Again, have we been satisfied with 
performance if actual expenditures were within budget limits, without regard 
to profit results? Direct costing is a more recent development which has re- 
ceived broad acclaim. No doubt this technique has provided an important 
analytical tool, but has it satisfied the requirement of the profit objective? All 
of these techniques are important tools of the cost accountant. However, in 
our drive to attain cost standards, I am afraid we too often lose sight of the 
real objective, to make a satisfactory profit. When we seek to reduce standards, 
the same fault appears. To eliminate all costs would put us out of business! 

The objective should be to administer our expenditures in the ways which 
will result in the maximum profit to our companies. To accomplish this, we 
should have a definite program establishing as a prime objective a profit target. 
Insofar as costing techniques can be utilized to reach this objective, they have 





GEORGE J. WACHHOLZ, Minneapolis Chapter, 1943, is Controller, Minnesota Mining 
and Manufacturing Company, St. Paul, Minnesota. He joined Minnesota Mining and 
Manufacturing Company in 1936. Prior to this, he was with Webb Publishing Co., In- 
ternational Harvester and with Great Northern Railway. Mr. Wachholz is a National 
Director of N.A.A. and Past President (1949-50) of Twin Cities Chapter. 
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a definite place in the program. The steps of such a program would be ip 
(1) establish a profit target for the company, (2) develop current year 
and loss forecasts, (3) develop “programs for profit,” and (4) prepare ae” 
complishment reports for each of the programs. 


A Profit Target for the Company and Divisions 


In a multi-product or multi-plant company, the profit targets should be 
established for each division within the organization. They should be con- 
sidered long-range targets and, consequently, should not be changed frequently, 
even though they are not attained currently. Further, for new divisions of the 
company or newly-acquired subsidiaries which may currently be showing a 
small profit or even be in a loss position, progressive targets should be estab 
lished over a 3 to 5 year period. However, in every instance, the ultimate 
profit target should be established at the outset. Progressive targets during the 
period are to serve merely as a definite plan toward che ultimate profit target. 
The importance of establishing the ultimate target at the outset is to avoid the 
inference that, whenever there is improvement, the target objective is raised. 
Inasmuch as these targets are considered long-range profit targets and are not 
changed frequently, it should be obvious that, in setting these, no allowance is 
to be made for cost increases, due either to material price increases, labor rate 
increase, or any other cost increase. Any such deterioration of profit margins 
must be offset by changes in product formulations, manufacturing processes 
and procedures, or through price increases on the company’s products. In 
establishing the profit target, we should give consideration to the following: 


1. The rate of return on 4. The market to be served. 
capital employed. 

2. The patent position of 5. The method of merchandising 
the product. the product. 


3. The utility of the product 


Obviously, if we take all of these factors into consideration, the profit target 
for each of our companies or for various divisions of a multi-divisional com- 
pany, will not be the same. However, they should all be ambitious targets, 
providing a fair return on capital employed as well as a good profit margin 
on sales. They should provide a real incentive for improving profits yet be 
possible of attainment under normal conditions. Coupled with the profit tar- 
get should be the requirement to increase sales of the company or the division 
by broadening the market for its products or developing new products for new 
markets. Profit targets properly established should avoid the acceptance by 
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management of low profit margins over an extended period of time, by requir- 
ing operations to be adjusted to return profits that will meet profit target 
objectives. 

After taking into consideration the above factors, the profit targets should 
be in terms of a percentage of sales, for ease of administration with operating 
personnel. Ratios to sales are more readily understood, and thus provide a 
common unit of reference. It will be noted that the approach does not allow 
for any changes in the profit margin due to fixed costs’ inflexibility with sales 
volume. Of course, these costs must also be controlled in relation to sales 
volume if the profit objectives are to be met. It is only the method of control 
that is different. The changes in stand-by or fixed costs must be a result of 
management action rather than direct result of changes in volume. Plant 
capacity may have to be sold, subleased, or retired in order to accommodate a 
lower volume of sales. Similarly, supervision may have to be reduced, due to 
a smaller work force requiring less supervision. Other services may likewise 
have to be reduced by management decision. Admittedly, this is a difficult 
task, but it is a responsibility which must be met if we are to attain our profit 
target. Naturally, consideration must be given to whether the reduced volume 
is a short-term or a long-term situation. 


Current Forecasting and Its Relationship to the Target 


To supplement these profit targets, a current year profit and loss forecast 
should be prepared. The forecasts should represent the current year plan of 
operation. These forecasts need not be detailed expense budgets but should 
provide for planned costs in each cost area of the company, to support antici- 
pated sales volume. For any particular year of operation, the profit and loss 
forecasts will not necessarily result in the profit target for that company or for 
a division of the company. There may be circumstances in any one period which 
preclude the attainment of the profit target in that particular period. This 
should, however, not deter us from ultimately reaching our target objective. 
We must remember that these profit targets are long-range objectives and the 
fact that they are not met currently does not change the objective. 

The forecasts include divisional costs over which the division has direct 
control and also allocated charges of staff departments or purchased services 
from other divisions of the company, resulting in a net profit before taxes for 
the division. Staff departments would include functions which are operated 
on an over-all company basis as a service to the divisions instead of a direct 
function within each division. Representative staff departments might include 
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the company should also be required to prepare forecasts of their operations, 
Inasmuch as these staff groups are set up to service the divisions, they do not 
have a direct profit responsibility. However, on an over-all company basis, 
they should be expected to operate within the limits of an established per cent 
of sales. The allocation of staff charges to divisions should be on the basis 
of effort expended within each of these staff groups for the respective divi- 
sions of the company. The cost accountant should coordinate the profit and 
loss forecast for the division or company. This means that the various areas 
of information must be scheduled and schedules maintained in order to develop 
the forecast in time for management's review. 

The key figure in the profit and loss forecast is the sales forecast. This is 
an extremely important figure, due to the fact that all subsequent forecasts of 
cost must take into consideration the sales volume to be serviced. Therefore, the 
sales forecast, originated by divisional or company sales management, should 
be reviewed by the division general manager, compared with sales history of 
the division or company, and checked against published statistical indices in the 
business area that these products serve, to determine its reasonableness. Also, 
preliminary approval should be obtained from the management of the com- 




















- 
CURRENT PROFIT AND LOSS FORECAST (XYZ DIVISION - M DOLLARS) 
Profit 
Target Forecast Actual Forecast 
Percent 1955 1956 1957 1957 1958 
Sales 100. 0% $7, 000 8,000 10, 000 9,000 9,000 
Net factory cost $3, 360 3,912 4,900 4,545 4,455 
% to sales 50. 0% 48.0 48.9 49.0 50.5 49.5 
Laboratory & Research 210 280 350 333 333 
% to sales 3.0 3.0 3.5 3.5 3.7 3.7 
Engineering 70 101 110 108 90 
% to sales 1.0 1.0 1.3 11 1.2 1.0 
Total sales costs 875 1,040 1,350 1,260 1,206 
% to sales 12.0 -12.5 13.0 13.5 14.0 13.4 
Administrative costs 385 464 550 513 495 
% to sales 5.0 5.5 5.8 5.5 5.7 5.5 
Freight and drayage 140 160 190 171 171 
% to sales 2.0 2.0 2.0 1.9 1.9 1.9 
Cash discount 140 160 200 180 180 
% to sales 2.0 2.0 2.0 2.0 2.0 2.0 
Total costs $5, 180 6,117 7,650 7,110 6,930 
% to sales. 75. O% 74.0 76.5 76.5 79.0 77.0 
Operating profit $1,820 1,880 2,550 1, 890 2,070 
% to sales 25. O% 26.0 23.5 25.5 21.0 23.0 














EXHIBIT 1 
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legal, accounting, engineering, and laboratory. Functions operated as staff 
departments will no doubt vary between companies. The staff groups within 
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pany and the forecast returned to the division and the accountant for the cost 
and profit forecast. These should be made cooperatively by the members of . 
the division management committee (each member preparing the forecast of 
cost in his particular area of operation), coordinated by the cost accountant 
and reviewed by the general manager. Exhibit 1 is a pro forma of the fore- 
cast statement indicating the cost areas for which forecasts should be made. 

No greater detail than this is required by the management of the company. 
The forecast is intended to create,an atmosphere in which the divisional per- 
sonnel in each area, cordinated by the general manager, will feel free to man- 
age so as to attain the profit objective of the division. Further, it is intended 
to avoid the inference in any cost area that a budgeted amount of money is 
available to spend without regard to what happens to anticipated sales volume 
or profits. The forecast represents spending levels to sustain the forecast sales 
volume, and these spending levels must be adjusted if the forecast sales vol- 
ume is not attained. The detail of the forecast information within the division, 
or within any specific cost area, is determined by the a of the 
operating personnel. 

The profit forecasts should be reviewed with the top management of the 
company as the plan of operation for the ensuing year. These reviews are 
invaluable in bringing together divisional and top management on the common 
subject of profit objective. As a result of these review meetings, the fore- 
casts are either approved as submitted or returned to the division for change 
and modification. In any event, the forecast is ultimately approved either as 
submitted or as modified, and becomes the plan of operation for that division. 
When all of the divisional forecasts have been completed, the accounting depart- 
ment should prepare a consolidated profit and loss forecast for the over-all 
company, including subsidiary operations. 


Moving Nearer to the Goal Through Programs for Profit 


It is not enough to establish profit targets or even profit and loss forecasts 
without having a more definite plan for reaching the goals so established. An 
approach which has proven highly successful is the development of specific 
programs for improvement in profit. This approach, as contrasted to the cost 
reduction approach, avoids the negative attitude generated by the suggestion of 
cost reduction. In some cases, it is actually necessary to spend more money in 
order to improve profits. The programs-for-profit approach keeps operating 
people thinking in terms of doing things better. They find areas of improve- 
ment, develop specific programs, and chart the progress. The general objective 
of this approach is continual improvement. Exhibit 2 illustrates the way in 
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which the program is formalized. The illustration brings out the following 































key factors: 

1. What are the potential 4. When will it be com- 
annual savings? pleted ? 

2. What is the general 5. Who has primary 
objective? responsibility ? 

3. When was the program 6. Who has supervisory 
started ? responsibility ? 

7. What are the current yea?’s savings or costs? 
PROGRAM FOR PROFIT (Cost Control File: 20AB65 ) 





REDUCTION OF SERVICE PERSONNEL IN SALES BRANCHES 











Estimated annual increase in profits before taxes $ 60,000 
Date of program initiation: September 1956 
Scheduled date of attainment: May 1957 





Objective: To reduce service personnel to 1 1/2 people 
——————— 

per product sales manager in the field from an average 

of approximately 2 people. Reduction will be 13-15 people. 


Personnel assigned primary responsibility: 








Mr. White Reg. Sales Mgr. Mr. Johnson Reg. Sales Mgr. 

Mr. Wilson on ™ a Mr. Brown n ” _ 
Potential savings - 1957 $ 10,000 
Potential savings - 1958 $ 52,000 


Supervisor: Mr. J. R. Newman, General Sales Manager 











EXHIBIT 2 


The evaluation of the effect of these programs on the profit and loss of the 
division or the company should be made by the cost accounting department, 
Management has a right to expect these results to show in the bottom line 
profit and loss figure and it is the responsibility of the accounting department 
to trace them into the respective profit and loss statements. Consequently, 
evaluation made outside the accounting department cannot be accepted. 

These programs for profit should be followed up with Accomplishment Re 
ports (Exhibit 3) for each program. These reports should be prepared period- 
ically during the life of the programs. Their frequency must be determined by 
how closely the progress of the programs is to be followed. Quarterly accom- 
plishment reports would seem to satisfy these requirements in most cases. 
Besides their primary use in keeping up to date on the progress of each pro 
gram, the reports provide an important tool to the accountant in the analysis 
of the profit and loss statement. They serve to separate the improvement im 
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ACCOMPLISHMENT REPORT (Cost Control File: 20AB65  ) 
REDUCTION OF SERVICE PERSONNEL IN SALES BRANCHES 

Period To Date 
$ Objective $ Savings $ Objective $ Savings 
Ist Qtr., 1958 10, 000 9,500 10, 000 9,500 
2nd Qtr., 1958 12, 000 13,000 22,000 22,500 
3rd Qtr., 1958 15, 000 14, 500 37, 000 37,000 
4th Qtr., 1958 15, 000 15,500 52,000 52,500 
EXHIBIT 3 


profits due to programs from cost increases which may be experienced during 
the same period. The accomplishment report should be carried for four quarters 
beyond program completion dates to assure that the benefits of the program 
have been permanently established. 

This program, we feel, will be substantially more successful as a voluntary 
program, contrasted with a directive. It should be presented to operating per- 
sonnel as a tool which they can use on a voluntary basis as a program for 
profit improvement in contrast to arbitrary cost reductions. This approach 
provides for the cost accountant to work with operating personnel in develop- 
ing programs to solve problems, rather than issuing critical reports after the 
action has been taken. 

The programs for profit provides an important communication channel be- 
tween top management and line people, particularly in‘ the larger company. 
The approach is designed to give recognition to those having primary responsi- 
bility for carrying out the programs, which is an important factor in the 
success Of any program. Its greatest merit, though, is alignment with the 
profit objective. Arbitrary cost cutting is not the road to improved profits. 
It could lead to no costs and no business. We must spend money to make 
money. The objective must be to spend wisely, so that we may return the 
maximum profit to the company. Profit improvement is not a “one-shot” 
emergency measure. It is a wide variety of actions taken throughout the 
organization by everyone, with the objective of making the entire organiza- 
tion more efficient from top to bottom. In order to accomplish this, supervisory 
operating personnel must be tuned in to the over-all profit results of the busi- 
ness. This suggests that, although such personnel may properly concentrate on 
specific responsibilities in particular areas, they must also recognize an over-all 
reponsibility for the ultimate profit results of the company or of the division. 
This further suggests a commitee approach to many operating problems which 
overlap responsibility lines. The objectives must be a balance of all factors to 
maximize profits. 
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Role of the Cost Accountant Z 


The cost accountant should be a key-man in such a program as is described 
here. He is in the best position to evaluate the cost effect of changes in prod 
ucts, processes, or marketing plans and locate the greatest potential for profit 
improvement. He can provide the most effective expense control procedures 
and can best determine the effect of any program on the bottom line profit 
and loss figure. In order to provide this service, he must be qualified beyond 
the field of accounting. He must have a general understanding of all areas of 
the company’s operations, including manufacturing, research and development, 
engineering, distribution, and administration. He cannot assume a directing 
attitude but must work with operating personnel, assisting them to make dec 
sions, giving them tools they want rather than those he thinks they should 
use. He must at all times be objective in his approach and, finally, he must 
sell his services to operating personnel by convincing them he can be of 
assistance to them in reaching their objectives. 

There are many forms of company organization within which a cost accountant 
may have to work. It seems to me that to attain the maximum effectiveness, he 
should operate as a staff service rather than within a line organization. Ther 
are several advantages to be gained from such a staff status. It places him in 
a better position to make objective evaluation of programs and plans. Further, 
and particularly in the larger company, it gives the advantage of close contact 
with his associates in an area of common interest. He will receive the close 
supervision of top accounting personnel, which would be absent if he were 
reporting directly to the division. In a larger company, staff status also enables 
him to take advantage of highly mechanized data processing methods and pro 
cedures. 

Because he must work with management in all cost areas, the cost accountant 
must have a general knowledge and grasp of all phases of the business. In 
the manufacturing area, he must have a thorough understanding of the manu 
facturing process and be sympathetic to the problems encountered in this area 
At the same time, he must not just accept explanations of cost changes but must 
continually press for objective solutions to problems. He is in a position 
discern and point out to manufacturing supervision areas of greatest potential 
for cost or profit improvement. Here is where cost standards are perhaps ab 
ready more used and accepted than in any other area. However, in some cases, 
it may be necessary to change these standards in order to attain the profit objec 
tive of the company or division. 

In research and development, the cost accountant is in a position to assist 
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the technical director to direct the efforts of the laboratory personnel to the 
most productive areas. He can assist the director in evaluating the balance 
between quality and cost. Further, he must work with the latter in evaluating 
the effect of formula changes or modifications on the total cost of the product, 
as an indication whether consideration must be given to a price change. In 
plant engineering, he is in the best position to evaluate the effect of plant 
changes or modifications, and the economics of expenditures for additional plant 
facilities. 

There are still other areas. Distribution costs have probably been neglected 
by the cost accountant more than any other type of cost, yet these costs are 
substantial in many companies and the progressive cost accountant can make a 
major contribution to control of costs in this area. He can provide the evalua- 
tion of the various methods of distribution to enable management to select the 
most profitable means. The cost accountant is also in a position to evaluate 
the effect of price changes on profits, considering the probable effect on sales 
volume. He can provide product cost information to indicate to management 
possible need for price changes or whether certain products should be dropped 
from the line altogether. Here he must point out to management that, for 
every product that is priced to return a profit which is lower than the profit 
target, another product of equal volume will have to be priced similarly higher 
in order to accomplish the profit target. 

Basically, in all of these areas of manufacturing, research, sales and admin- 
istration, the cost accountant should provide a service and information before 
the fact, rather than to issue critical reports after the fact. This, however, 
must be done without taking the initiative away from division management 
personnel. Finally, he must provide the analysis of the profit and loss results 
of the business which will enable management to reach its objectives by 
identifying problem areas and initiating programs to solve these problems. If 
he has limited himself to the preparation of cost information without a tie-in 
with profit results, he has relegated himself to a clerical function within the 
organization. However, if his work is keyed in to the profit objective and 
results of. the company and he operates with that attitude within the organiza- 
tion, he has definitely gained a place for himself and his function on the 
management team. 


Keeping the Approach Positive 


The plan which has been outlined provides for the establishment of profit 
targets, current year profit and loss forecasts, “programs for profit,” and 
accomplishment reports. It provides an objective approach to reducing costs 
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KS} 
and avoids the negative reaction usually associated with cost reduction. If 
places management in a position to analyze the entire problem and its parts, 
to develop a program to solve the problems, to chart the progress of the pro- 
gram, to accomplish the programmed contribution to profits and, finally, to 
attain the ultimate profit objectives of the company. 





HOW TO HELP YOUR BANK TO HELP YOU I 
by O. K. Johnson, Jr.* 


} Sane LOANING OFFICERS are frequently asked to provide funds on short notice to 
acceptable borrowers. Whether the requested loan is secured or unsecured, it is still the 
bank’s wish to look at a borrower's financial picture, which is usually prepared by his 
accountants, When time is of the essence in a credit request, the following points, if 
kept in mind by the borrower, may help him get especially fast service. They apply, 
of course, to all credit requests and should be a part of any borrower's financial reporting: 


1. Supply the lender with financial statements and operating figures for at 
least the last five years, including current figures. These show us general 
trends, size of the operation, and profitability. 

2. Provide a flow of funds statement or reconciliation of working capital. 
These allow the bank, even in the face of a static earnings picture, to de- 
termine whether profits generated by the business and non-cash charges 
were used in “proper” fashion. Although capable of such analysis ourselves, 
we find a presentation by the accountant familiar with the affairs of the firm 
most useful and, in many cases, more accurate than our own work. “Proper” 
use of new funds includes allocations to fixed assets, reducing long run lia- 
bilities and, of course, general increase in working capital. 

3. Render a reconciliation of net worth. In the usual situation, where profits 
are added to earned surplus, minus dividends, there is little difficulty in 
understanding net worth changes. However, when material changes are 
made in stated capital, treasury stock, or complicated stock dividends, 
with unusual capital adjustments take place, such analysis can be helpful. 

4. Supply a percentage analysis of profit and loss statement figures. It is 
helpful to show items in the profit and loss statement as a percentage of 
net sales. This aids materially in quick inspection of the profit and loss 
statement with an eye to established proportions. 

5. Mention contingent liabilities and hypothecations. Businesses will occasion- 
ally fail to show contingent liabilities or the fact that such items as inventory 
or accounts receivable are pledged in whole or part to secure loans. Seldom 
is the omission intentional. However, we frequently know of such items 
and their absence may not only raise doubts but cause extra work in arriving 1 
at the proper figures, with an expense in time. 

6. Turnover rates are helpful. A footnote showing turnovers of such items as 
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accounts receivable and inventory in terms of days is appreciated. Such I 
turnovers are not only useful to the company itself, but, again, allow the 
bank easy comparison with suggested norms. t 


All of the above items are especially useful to banks when financial statements are 
supplied to supplement urgent credit requests. They will help us give even faster service. 





* Assistant Vice-President, American Bank and Trust Co., Racine, Wisconsin. 
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Historical vs. Current Cost 
As Depreciation Bases 


by WILLIAM C. FLEWELLEN 


i pense ACCOUNTING has probably caused as much controversy as any 

other single aspect of accounting. The controversy has ranged from that 
concerned with whether depreciation should be considered as cost, which was 
not decided until the early years of the twentieth century after the tax advantages 
had become apparent, to the current controversy concerned with rising price levels. 
Rising price levels, coupled with high tax rates, have caused accountants, econo- 
mists, Managers, workers, and governmental agencies alike to become con- 
cerned with questions about the proper basis for depreciation accounting. Once 
these interested groups became aware of the problem, their attempts to arrive 
at the most useful solution have been continuous. 

During the inflation of the 1920's the question became the subject of more 
and more controversy, as evidenced by its increasing appearance in literature 
in the various fields. During the 1930's its prominence in the literature of the 
public accounting profession waned appreciably but the academicians, in their 
journals, continued to discuss the various bases that might be used, as well as 
the advantages and disadvantages of each, and the governmental regulatory 
agencies and courts kept up interest throughout the 1930's with their numerous 
and important public service company rate-base cases. As prices began to in- 
crease with the starting of World War II, the problem assumed importance 
of the first rank and received a lion’s share of the attention given to accounting 
problems by all of the interested groups. The relatively new power of labor, 
especially the power to demand and obtain a greater share of revenues, by no 
means contributed to lessening of interest in the problem as labor leaders en- 
thusiastically joined in the controversy. 


The Problem and Proposed Solutions 

The importance of the broad problem and its parts cannot be overlooked. 
Depreciation accounting affects, to a more or less degree, every enterprise in 
the economy. As prices increase and the purchasing power of the dollar de- 





DR. WILLIAM C. FLEWELLEN, Birmingham Chapter, 1957, has been Assistant Dean and 
Professor of Accounting of the School of Commerce at the University of Alabama since 
1947. Dr. Flewellen is a graduate of the University of Alabama and Columbia University. 
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creases, the effects on reported profits of the use of one basis for depreciation, 
as compared with another basis, may become material. Estimates have su 
that the variation in depreciation charges that results from use of 

bases is to be counted in billions of dollars. bd 

The crux of the problems is which of the suggested bases should be used 
for depreciation accounting. Should it be historical cost to the present owner 
replacement cost or cost adjusted to reflect the purchasing power of the a 
or reproduction cost new less depreciation, or some other basis? The accounting — 
profession appears to be generally agreed that historical cost is the most use” 
ful basis. The statements of those who prefer a basis other than historical cost 
indicate that there is disagreement upon the selection of a substitute. Even those 
who stoutly agree that historical cost adjusted to reflect the purchasing power of 
the dollar is the proper basis do not agree on the concept of purchasing power 
that should be reflected. Should it be general purchasing power as reflected bya 
wholesale index or a cost-of-living index or should it be purchasing power ing 
specific area as reflected by specific indexes of construction and/or producer 
goods of various types? Should replacement cost be based on replacement of 
similar assets or on replacement with the most efficient assets presently available? 
Advocates of each method can be found. 

Are all assets to be replaced and, if not, how should depreciation charges 
based on replacement cost be computed for these assets? Does management, 
as has often been maintained, act in ignorance of the effects of fluctuating 
price levels? Is capital dissipated through ignorance and will our economy grow 
weaker and lose the vitality that is essential in a world of conflicting economic 
and political ideologies? Is the Government destroying private enterprise by 
taxing capital under the guise of an income tax? And is the business coterprise 
being treated equitably under the income tax laws if it is not allowed to recoup 
the cost of replacement or the cost. in terms of current purchasing power, of its 
assets if revenues permit? There appears to be no end to the controversy as if 
rolls like a snowball gathering snow, pushed up the hill of rising prices by high 
taxes. 

Economists have not yet agreed upon the proper basis for depreciation 
accounting although many of them appear to agree that the basis should not 
be historical cost to the present owner. Their arguments against the historical 
cost basis cover many pages of recent literature, as many as are covered by theif 
arguments for any one of the several other bases that they individually believe to 
be best. 





1 Sumner Slichter, “Profits in a Laboristic Society,” Company Testimony before Presi- 
dential fact finding board, Steel Industry Case, August, 1949. 
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Management has, on occasion, complained bitterly of the effects of the use 
of the historical cost basis but has continued to use that basis, no doubt in- 
fluenced by the attitude of the accounting profession and the regulatory govern- 
mental agencies as well as the internal revenue code. Labor has staunchly up- 
held historical cost but, since its entry into the controversy as a major power, 
prices have generally been rising. It will be interesting to review the position 
taken by this interest group if prices decline appreciably. And labor leaders 
have, at times, advocated use of one base for tax purposes and another for com- 
putation of profit for the period, the profit that enters into wage negotiations. 

Governmental favor has been bestowed upon the historical cost basis by the 
Internal Revenue Service and the Securities and Exchange Commission, but the 
agencies that regulate public service companies have turned to original cost to 
the owner who first devoted the property to the public service. The position 
taken by United States Supreme Court has presented a rather confusing picture. 
At various times and for different purposes, the Court has given the nod of 
approval to a replacement cost basis, a reproduction cost basis, a historical cost 
basis, and a fair value basis, which is a combination of the other bases. 

Members of the. accounting profession are not in complete agreement as to 
the scope of the problem, its implications and its solution. The profession has, 
however, recognized tht the problem is a serious one deserving of careful con- 
sideration. The position taken by the American Institute of Accountants and the 
American Accounting Association, is that adjustments should not be allowed to 
enter the books of account but that supplementary data reflecting the effect of 
fluctuations of price levels are useful and needed. The best methods for deter- 
mining the supplementary data are not yet agreed upon. However, research is 
continuing in efforts to arrive at useful and acceptable procedures. There appears 
to be a predilection for adjustment by use of a general price index but there is 
little agreement as to the items for which adjustment should be made. 


Arguments Advanced for the Current Cost Basis 


Historical cost is not useful. Proponents of adjusted depreciation charges 
have emphasized that historical costs are not useful, that it is current costs which 
are useful to management in its planning and decision-making. Furthermore, it 
is important, they say, to know the effect of fluctuating prices on costs. These 
advocates of adjustment maintain that current cost, as shown by a purchasing 
power adjustment, is a more accurate measure of cost of service capacity utilized 
than is historical cost. They contend that inflation has been of such proportions 
as to demand modification of generally accepted accounting principles with re- 
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gard to depreciation accounting. Conservatism is said to be advanced more § 
use of a current cost basis than by use of the historical cost basis. This point 

supported by indicating that use of historical cost results in higher 
profit when prices are rising. Income determination is said to be more important, 
in this regard, than is balance sheet valuation of assets. 4 

Historical cost is inequitable for tax purposes. The fact that the higher m 
ported profits are taxed leads to the criticism that measurement of depreciation 
in terms of historical dollars is inequitable for tax purposes as between owners 
of fixed assets and owners of financial assets. Proponents of the current cost 
basis for depreciation have pointed out that a dollar of depreciation is different 
from other dollars in terms of purchasing power. Cost, they say, should be com 
puted in terms of current purchasing power dollars; otherwise, capital will be 
taxed. Owners of depreciable assets are said to be taxed on fictitious gains if the 
historical cost basis is used. Firms, the assets of which are predominantly & 
nancial, do not have their taxable income overstated for their revenues and e& 
penses are both stated in current prices. 

Historical cost adversely affects maintenzace of capital. Another setiow 
charge has been made against the historical basis of computing depreciation. 
Representatives of the economist and management groups have been especially 
concerned with long-range effects and with results that nfight adversely affect the 
national economy. One strong argument made for use of adjustments is that 
they will promote maintenance of capital. The fictitiously high profits that ame 
said to exist lead the business man to make decisions which eventually deplete the 
capital of the firm and the national productivity capacity is imperiled. The bust 
ness man, misled by “high” profits, sets his prices too low, sets his wages and 
dividends too high, and pays taxes on profits that are fictitious. 

Historical cost adversely affects distribution of income. From this position 
that productive capacity is not maintained because of improper depreciation 
accounting, it is a short step to the argument that the historical basis influences 
the distribution of income so that it is different from the distribution likely tore 
sult if all of the information about profits was reported and these profits reflected 
the current costs of utilization of assets or their replacement costs. It is said 
that Lae present distribution is inequitable to owners of depreciable assets, that 
too large a share goes to labor and to government. And, in connection with 
maintenance of capital, it is said that the present distribution allows the owners 
to get dividends at the expense of maintenance of capital. 

Historical cost adversely affects allocation of resources. It follows that the 
allocation of resources is said to be adversely affected by the profits reported 
by orthodox methods. Resources are withheld from enterprises that are mom 
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profitable than they seem and are allocated to those that appear more profitable 
than they are. 

Historical cost intensifies business cycles. Proponents of adjustments of his- 
torical cost further argue that orthodox depreciation charges have the effect of 
intensifying business cycles. Presently accepted accounting procedures, as applied 
to inventories and depreciation, are said to make business look better than it is 
when it is good and terrible when it is bad. It is asserted that the business man’s 
reactions to these “overstated” and “understated” profits make the peaks higher 
and the troughs lower. Not only does the business man build up “false” ex- 
pectations as to the marginal efficiency of capital but consumer demand is in- 
creased during expansion because capital is paid out as wages and dividends. 
Furthermore, lower prices are said to be one result of use of orthodox deprecia- 
tion charges. 

Historical cost adversely affects computation of national income. Besides 
these many ill effects, computation of the national income is said to suffer and 
there is said to be an inequity between successive generations of consumers be- 
cause depreciation charges are not adjusted. Only the businessman has the in- 
formation to make adjustment of depreciation charges that will permit deter- 
mination of a more realistic national income figure. 


Arguments Advanced for the Historical Cost Basis 


Those who advocate retention of historical cost as the basis for depreciation 
accounting have played a somewhat defensive role in the long-waged controversy. 
Forces have been marshalled to meet attacks at first this point and then that. 
Counter-attacks have been made but only a few aggressive initial attacks have 
been mounted. 

Depreciation accounting is a process of allocation. One of the major de- 
fenses advanced by accountants against the adjustment arguments is that deprecia- 
tion is a process of allocation and not of valuation. However, accountants have 
not always held to the cost concept. In earlier days emphasis was placed on 
valuation in depreciation accounting. In the 1930's there was a turn to the cost 
basis. Varied reasons have been advanced as the cause of this turn to cost. In the 
1920's there was an effort to impart liquidity to securities representing enter- 
prises of a permanent character and the income account came to be emphasized 
as a measure of earning capacity and thus a guide to value. At the same time it 
came to be recognized that lower book values meant lower depreciation charges 
which, in turn, would result in larger reported earnings per share and so in 
higher values per share as measured by the process of capitalized earnings. The 
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increasing size and complexity of business, the impracticability of valuation ot 
the immense aggregations of resources, the development of extensive and 


tailed cost records, and the growth of governmental regulatory agencies are th - 
major factors contributing to the shift of emphasis to the cost basis in the lag 
1920's and the 1930's. 

Accounting is a recording process. Those who present arguments for - 
torical .cost often point out that accounting is concerned with recording U 
within the firm and is not concerned with estimates of outside factors, the are 
side factors being price levels and replacements as yet in the future. They mer 





because those assets cannot be disposed of if the firm is to continue in 
And if they are sold, the market price would represent merely a liqui 
value. 2 tort 
Adjustments mean confusion. Adjustments in the books of accounts, it is pos 
said, will ensure such confusion as to make such adjustments too costly. The effe 
vast body of common and statutory law and legal precedent predicated on om ff was 
thodox accounting procedures are cited as are the innumerable contractual and suc 
business relationships which recognize the historical cost basis. There is also a bec: 
forbidding array of regulatory provisions based on the use of historical cost” I 
Many proponents of historical cost consider that inflation has not been serious the 
enough to offset the confusion that would result from adjustments. cap 
Historical cost is useful. A more potent defense of the historical cost basis earl 
and one of its proponents’ more aggressive sallies has been that it is an essential § anc 
basis and starting point in financial statement interpretation and must become s 
the starting point for the various types of proposed adjustments of historical me: 
costs. In the basic records of account, objectivity is believed to be essential for anc 
many of the purposes of accounting. The safe-guarding of assets, the auditing the 
process, and satisfaction of governmental requirements are among these purposes, tio 
Estimation, surmise and prophecy, as said to exist in the various methods pre per 
posed for adjustments are regarded as leading to manipulation of accounting inv 
data by management to the detriment of the other interest groups. The weak cos 
nesses of index numbers, the varied results given by different index numbers, the 


say that the current cost of fixed assets is of little moment to the going — to 





and the impossibility of determining the cost at which assets will be replaced ate ex] 
cited as representing irreparable losses of objectivity. Some accountants have said lik 
that adjustments within the books of account would result in disintegration of a 
the integrated scheme of ledger accounts and in arbitrary or neglected classifica” ; 
tion of data between periods—that accounting would become a statistical” - 
methodology divorced from the procedures that make integration of occa Re 
data possible. “ 


42 N.A.A. BULLETIN 


# 








ial for 
iting 


TIN 





Federal agencies have insisted on historical cost because of the need for a 
firm and objective basis for control, regulation, and audit. Adjusted data is said 
to destroy this firm and objective basis. 


Counter-Arguments to Advocacy of Current Cost 


Use of historical cost does not mean that effects of fluctuating price levels 
are ignored. When proponents of the use of current cost declare that adjust- 
ments to historical cost are necessary if capital is to be maintained, if income is 
to be equitably distributed, if resources are to be properly allocated, if business 
cycle fluctuations are to be dampened, if management is to have the information 
needed for planning and decision-making, advocates of the historical basis re- 
tort that management has long been furnished the daiz needed for these pur- 
poses. Accountants furnish management with statistical data which discloses the 
effects of fluctuating price levels. If management does have such information, 
wage policies, dividend policies, and investment policies will not generally be 
such that the ill effects mentioned above will result or, if they do, it will not be 
because of the accounting procedures used. 

Historical cost does not cause dissipation of capital. One argument against 
the criticism that historical cost depreciation causes dissipation of productive 
capacity is that orthodox depreciation charges will provide sufficient funds, if 
earned, to cover the cost of actual replacement made when business is expanding 
and prices are rising, unless the price rise becomes rampant.* 

Some economists and accountants have come to the conclusion that replace- 
ment costs of assets discarded will not exceed orthodox depreciation allow- 
ances unless the rate of price level increase exceeds by a considerable amount 
the rate of growth in the realm of volume of investment. This amount is a func- 
tion of the rate of growth of investment, the length of life of the assets, and the 
period of amortization. Only when prices increase somewhat faster than “real” 
investment do replacement requirements approach the magnitude of. historical 
cost depreciation allowances. Messrs. Nassenbene and Wooden concluded from 
their study of replacement needs and depreciation charges that, in a period of 
expansion of the stock of capital, annual historical cost depreciation charges are 
likely to exceed cost of replacement of annual discards. They further concluded 





2 F. Kaufman and A. Gleason, “The Effect of Growth on the Adequacy of Depreciation 
Allowance,” Accounting Review, October, 1952: R. Esner, “Depreciation Allowances and 
Growth,” American Economic Review, December, 1952; E. D. Domar, “Depreciation, 
Replacement, and Growth,” The Economic Journal, March, 1953; Raymond Nessenbene 
and Donald G. Wooden, “Producers Equipment—Growth, Replacement and Stock,” Swr- 
vey of Current Business, June 1953. 
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the effects of accelerated depreciation charges, was more than sufficient to ¢ 
the current cost of replacing equipment that was discarded and replaced byl 

dustry in the United States during the 1942-1952 period of expansion. q 

These conclusions apply only to the economy as a whole, because the 
vidual firm may not be expanding at all but may, in fact, be contracting. ; 
ever, it is clear that the criticism that historical cost depreciation does not covey 
the cost of annual replacements must be carefully examined. When it is pointe) 
out that the foregoing studies and conclusions do not take into account ted 
nological improvements which, to an extent, offset the effect of rising Prices, 
they assume even more significance. 

Change of depreciation accounting is not necessary for tax law change. The 
share of revenues paid to the government as taxes is indicated as the major share 
of income affected by the method of depreciation used and is of major concem 
in maintenance of productive capacity. Changes in accounting procedures cap 
be of little value here unless recognized for tax purposes and changes of tax 
provisions should be based on equity and governmental need rather than upon 
accounting procedures. 

Historical cost is not more inequitable. A defense against the charge of im 
equity of measuring cost in terms of historical dollars has been that historical 
cost is more equitable as between owners of fixed assets and owners of financial 
assets if curent cost depreciation is allowed for tax purposes. 

Is there this inequity in the tax burden that unjustly favors the owner of & 
nancial assets when prices are rising? It is obviously true that the 
power of the owner of depreciable assets is not changed by a general price 
increase, even though the money value of his assets has increased. Nor is his 
purchasing power increased by the relatively higher profits that result from com 
putation of depreciation charges on the basis of historical cost. The present tat 
law does not tax the unrealized gain in the money value of depreciable assets. 
However, it does tax the so-called fictitious profits that are said to result when 
price levels rise and historical cost is used as the basis for depreciation charges 

With regard to financial assets, the purchasing power of the owner has d& 
creased because of the increase in the price level. The income before tax derived 
from the financial assets often may not recoup the loss sustained in the decrease 
of purchasing power of the financial assets, yet the owner is taxed on this it 
come. It would appear that owners of financial assets may be affected more at 
versely than owners of depreciable assets. Certainly the latter are not uniquely 
affected. 

The present concept of taxable income probably provides a reasonably satit 
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factory distinction between owners of financial assets and owners of depreciable 
assets. By ignoring the decrement in real worth of financial assets and taxing 
the increment in money worth of depreciable assets, an appropriate differential 
in tax results. The owner of depreciable assets approximately holds his own 
before taxes. The other sustains a loss, The tax should be relatively heavier in 
the first case than in the second. Under the present concept, the owner of de- 
preciable assets fares better than does the owner of financial assets. Any tax on 
money income less than 100 per cent leaves him better off.* 

Any statement about equity must be made keeping in mind that standards 
of equity vary and that questions of equity are not necessarily the sole measure 
of the advisability of a tax change. However, it appears that the present his- 
torical cost concept of taxable income is more equitable than the current cost 
basis. The claim that historical cost depreciation accounting results in in- 
equitable tax treatment is not well founded. 

Historical cost does not materially intensify the business cycle. To those 
critics who say that historical cost depreciation intensifies business fluctuations, 
rebuttal may be made. First, if one examines the cycle theory of many of the 
most outstanding students in the field, he is impressed with the fact that few 
consider accounting procedures to be a contributing factor. A second and more 
telling argument is that the business man is not unaware of the effects of fluc- 
tuating price levels. He considers these effects in his planning and decision- 
making, even though his accountant does not incorporate them into the books 
of account. Since the business man is generally aware of the effects of fluctuating 
price levels he, to the extent of his ability, properly appraises his profits or losses. 
His wage, dividend, and pricing decisions take these effects into consideration. 
If one accepts the proposition that historical cost depreciation charges will cover 
cost of replacement of retired assets, it appears to follow that additional de- 
pteciation resulting from use of a current cost basis might make more cash 
available for expansion and thus contribute to the intensity of the boom. 

Another argument minimizing the effect on business fluctuations of use of 
historical cost depreciation gains weight from a recent study by E. Cary Brown, 
of the Harvard Graduate School of Business. Brown concluded, after exten- 
sive research, that, in general, replacement cost depreciation for tax purposes 
“appears to be . . . destabilizing.”* Brown is of the opinion that the decrease in 





®Sidney S. Alexander, “Income Measurement in a Dynamic Economy,” Five Mono- 
graphs on Business Income, Study Group on Business Income of the American Institute 
of Accountants, 1950. 

4 Brown, E. Cary, “Effects of Taxation, Depreciation Adjustments for Price Changes,” 
Division of Research, Graduate School of Business Administration, Harvard University, 
1952. 
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taxes paid by the firm would more than offset the relatively stabilizing effect of 
depreciation computed on a current cost basis. Taxes would be reduced relatively 


during the upswing of the cycle and would be relatively increased during t , 


downswing. Firms would have relatively more cash to buy machinery, equip: 
ment and inventories or to pay out dividends in the upswing. However, if cum 
rent cost depreciation were used for corporate reporting but not recognized for 
tax purposes, the effect would be stabilizing. In general, it may be said that 
one cannot categorically state that the use of generally accepted accounting prac 
tices with respect to depreciation accounting is a factor that contributes to the 
intensity of the business cycle. ; 

Adjusted data are costly. A final argument against incorporation of adjust 
ments of historical cost depreciation to reflect current costs is that such data ang 
costly to compile, report and interpret. Unless financial benefit can be seen to 
accrue, either directly or indirectly, to the individual firm, such adjustments are 
not justifiable. 


Additional Stady Called For 


The “depreciation controversy” has not yet been settled. The intensity with 
which the arguments are advanced is certain to vary with changes in the tax 
rates. A plateau in the path of increasing price levels would smooth the troubled 
waters. But tax rates and plateaus will act merely as sedatives and give tem 
porary relief. 

Historical cost is useful and necessary. Jiowever, adjusted data may pro 
vide additional useful information. The best methods for obtaining this infor 
mation, at reasonable cost, and for presenting it, properly interpreted, so that it 
serves management in its decision-making, present challenges to the membess 
of the accounting profession. Moze study and research are needed. 
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How to Get Useful 
Truck Transportation Costs Quickly 


by JACK W. BARKER 


» es INTERSTATE COMMERCE COMMISS‘ON has prescribed a uniform system 

of accounts for contract motor carrizrs of property. The income and expense 
accounts are described in great detail. Carriers are required to make entries to 
these accounts precisely in accordance with uniform classifications. They are 
further required to make quarterly and annual reports to the commission based 
on these account classifications. The commission does this by its authority 
under the Interstate Commerce Act and where states have adopted similar laws, 
the state commissions generally require reports based on substantially identical 
systems of accounts. 

The inflexibility of the classifications tends to stultify efforts of accountants 
to furnish managements cost information quickly enough to be of use in making 
decisions affecting operations of tomorrow, the next day and the next. It is partic- 
ularly important that for-hire carriers have some means by which they can pre- 
determine the results of contemplated operations, for there are hardly any two 
transportation situations exactly alike, and the character and ‘nature of the 
operations of a trucking company are subject to rapid change, in some instances 
changing literally from day to day. Although the type of historical operating 
statement that results from the “uniform system of accounts” has some value 
as a “score sheet” which tells us the degree of success the over-all activity of 
the business has attained, something more is needed. The purpose of gathering 
figures should be broadened from merely making correct statements to making 
better decisions. 

We use a system of formulas in the transportation of household goods— 
adaptable also to tank line operations, heavy hauling and general freight— 
designed to give the men in the organization who are determining what is 
going to appear on the wext operating statement, maximum current informa- 





JACK W. BARKER, Peninsula-San Jose chapter (Los Angeles, 1951), is Executive Vice 
President of Palo Alto Transfer and Storage Company. Prior to this, he was Executive 
Secretary of California Moving and Storage Association (then United Van and Storage 
Association) and previously served as Secretary-Treasurer and Controller of Bigge Drayage 
Company. Mr. Barker has served as a consultant in the field of transportation costs and 
management. 
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tion on costs with which to make decisions. These are not historical costs of | | 4s 
past operations but are formulas by which the cost of what is going on at the | the 
moment can be determined, or by which costs of contemplated work can be ff faci 
accurately estimated. . Y 
to | 
OPERATING STATEMENT CAPTIONS peri 
al 
REVENUE - 
DIRECT COSTS: INDIRECT COSTS (continued) OE cost 
Depreciation, Fees & Permits Safety Department 
Maintenance, Fuel & Tires Admin. & General Expense accu 
Teamsters' Wages & Wage Expenses Insurance - Indirect brea 
Insurance on Equipment & Cargo Fidelity Bonds 
Regulatory Taxes Depreciation - Indirect becc 
Other Direct Expenses Real Estate & Personal Property Tax reve 
Payroll Taxes - Office & Admin. 
Total Other Taxes, Permits & Licenses “tru 
Deductions from Ordinary Income 
GROSS PROFIT MARGIN Terminal Rent & Expenses 
INDIRECT COSTS: Total bool 
Operating Supervision 
" Office Expense OPERATING PROFIT OR LOSS U 
" ‘Rent OTHER INCOME & EXPENSES the 
Traffic Department NET PROFIT OR LOSS 
com 
dire 
EXHIBIT 1 
$0 a 
Converting the Uniform System to Provide A Meaningful Statement on 
ts 
Exhibit 1 shows the captions of an operating statement in which the accounts from 
of the uniform system are re-classified. This statement is in only enough such 
detail to show the account grouping. In general, the direct costs section of the Besi 
statement includes every item of expense which has to do directly with the of n 
operation of the trucks. The groupings are dictated by the manner in which ¥ 
the costs accumulate. For instance, depreciation, fees and permits are related costs 
to time. Maintenance, fuel and tires are related principally to mileage. Taxes, are 
such as are imposed by the Board of Equalization of California, are related to mile 
revenues. have 
When referring to any of these direct costs, we are referring to the all-in- reco} 
clusive cost of the item. For example, the cost of fuel should include fuel man: 
taxes although, for Interstate Commerce Commission purposes, the taxes have If 
been separated and carried under another classification. In the same mannet, trans 
teamsters’ wages and wage expenses should include vacation and holiday allow- facte 
ances, compensation insurance, payroll taxes, health, welfare and pension costs. cost 


48 N.A.A. BULLETIN AUC 





ts of 
t the 
in be 











As distinguished from the direct costs, i.e., those costs that accrue directly by 
the ownership and operation of the trucks, we show under indirect costs all 
facilitating supervision, accounting, sales and other management costs. 

What is left after deducting the direct costs from the revenue will be referred 
to here as the “gross profit margin” or “net revenue.” This, for any given 
period, represents a measurement in dollars and cents of the total amount 
realized after direct costs from all transportation performed. Until the accumu- 
lation of gross profit margins in a given operating period is equal to the indirect 
costs, which are more or less fixed, the operation is producing a loss. Once the 
accumulation of gross profit margins has caught up with the indirect costs, the 
break-even point is reached. Thereafter, each dollar of gross profit margin 
becomes a dollar of net profit. The ratio of the gross profit margin to the 
revenue is all important as a control factor, because it measures the amount of 
“true income” derived from the gross revenues. 


Isolating Costs of Segments of the Operation by Formula 


Up to this point, the problem is comparatively simple. On the other hand, 
the control to be obtained is relatively limited. Beyond this point, and more 
complex, the analysis most sought by management is that of the revenues, 
direct costs and gross profit margins from significant segments of the operation 
so as to determine which parts of the operation are contributing in a satisfac- 
tory manner to the profit margins and which are producing unsatisfactory re- 
sults. Attempts of the industry to make such analyses by extracting the figures 
from historical records or by sub-classifying the accounts to the point at which 
such figures are readily attainable have often proven too costly to be practical. 
Besides, the process is too slow to produce the resulting report in time to be 
of much value for use in current decision-making. 

We have found it entirely feasible and practical to determine the direct 
costs synthetically, with the addition of only two items of information that 
are not already a part of the accounting system, namely, the hours and the 
miles involved in each trip. Formulas, such as the one to be dealt with here, 
have been tested against actual figures from operations, taken later from the 
records, and have proven so accurate as to leave no doubt of their value as a 
management tool. 

If we know the total amount of depreciation, fees and permits for a given 
transportation unit or combination of units and if we know the normal use 
factor of such unit or units, we can easily arrive at a normal hourly rate of 
cost for these items to be applied against each hour of service. If we know 
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the amount of maintenane, fuel and tires for a given unit and intelliger 
relate it to the miles traveled, over a sufficient number of miles, we can arr 

at a normal rate of cost per mile to be applied. Likewise, if we know the 
percentage rate of taxes applying to revenue, we can apply taxes to the revenus 
on individual trips. The skill and accuracy employed in determining these 
unit costs is of utmost importance. The figures are carried to at least three and, 
for mileage, four decimal places. 

Exhibit 2 is an example of a formula to be used to estimate the direct costs 
of a job performed or to be performed, to determine the estimated gross profit 
margin and gross profit margin per power unit hour. The first two items in the 
formula refer to “Schedule A-1.” In many forms of transportition there are 
frequent switches of tractor and trailer combinations. It is, therefore, desirable 
to classify equipment in “Schedule A-1” separately by groups of tractom, 
trucks, and trailers, as well as convertor gears, showing rates per hour and 
per mile for each. It is then a simple matter to combine the unit costs of the 
combination of equipment employed for use in Items 1 and 2 of the formula, 
Schedule A-1 for the moviixg business might appear as follows: 


Type of equipment Per hour Per mile 
Local vans (Bobtails) $0.8814 $0.0672 
Local tractors—Semi-trailers $1.5377 $0.1158 
Tractor—Flatbed semi-trailers $1.6427 $0.1034 
Line haul tractor—semi-trailers $1.0852 $0.1165 
Tractor—Box trailer (special) $2.1223 $0.1135 


Item 3 of the formula refers to “Schedule A-2." Again referring to the mor 
ing business, such a schedule will show the over-all cost of drivers and helpers, 
classified by union contracts, if such exist. A section of such a schedule is given 
below as an illustration: 


Local Rate Per Hour 
Santa Clara County 
Driver and helper—straight time $5.309 
Driver and helper—overtime $7.117 
Extra help—per man—-straight time $2.584 
Extra help—per man—overtime $3.460 


Some contracts provide for payment of drivers on a mileage scale, in whic 
case the formula will have to provide for separate classifications for hours of 
labor paid on an hourly scale and labor miles subject to payment on a mileage 
scale. 
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ESTIMATING FORMULA 





(For Direct Costs Of A Job, Performed Or To Be Perf: d, To D ine The © d 
Gross Profit Margin As An Amount, A Per Cent To Sales, And Per Power Unit Hour) 


1. Figure total hours of equipment time for the trip (or trips) - itiply by rate indi din 









































Schedule A-1 for equip bina ti GFE 2 a cccccnscccces scacwoesesceccesccccesoeseces $ =o 
2. Figure total miles (loaded and empty) - itiply by rate indi d in Schedule A-1 for 
quip binati GMa OR. 6 0000 0000s 00050555 608esd gee ceees coeenecccebecececceceseee $= 
3. Figure total hours of labor time for the trip (or trips) - itiply by rate indi d in 
Schedule A-2 for class of labor employed... .... 1... sc eccncecseeneecncwenseseeceeeee $ =< 
Add: Subplotence and Layover Pay ....0.cccccecsccccsccccscccccccccccvctocccccoses $ xox $ =o 
4. Figure revenue for the trip (or trips) - apply the following percentages to det 
d revenue exp 
B.L,P.D. and Cargo Insurance (apply in ll cases) 2. 10% 
B.E. Tax (where applicable) 3. 00% 
P.U.C. Tax (Intrastate only) 0.25% $ xxx 
5. The sum of these calculations is the total direct cost .... 1... 6c ccc cnn e sees eeeeeeeeneeeeneeeenee $ =o 
6, BTM ccc ccccerocccsconccnccoscccceccencetccsocsoungnsesésddgetueeasencsdebedcoaseuennet $ ox 
7. Grose Profit Margin (Line 6 minus Lime 5) .. 2... 06. ec cc cence cc cceccenseccesccteseeeeseseeess > = 
8. Per cent Gross Profit Margin to Revenue .... ... 66 eee cece cece ee ee ce eneeeeneneseesseueeeeeees ---% 
GQ. Peewew Cals Meee hc cc cccccccccccccccscoccccccccvescccsecesesseccecescocgvceccescoscesseses — 
10. Gross Profit Margin Per Power Unit Hour... .. .. 2.0.06 .s cc ccccccecccecensenncenseesceueeeeeeee $ =o 
EXHIBIT 2 


Item 4 is one that varies considerably but, in the case shown, it reflects the 
costs in an operation in which bodily injury, property damage and cargo insur- 
ance premiums are paid on a percentage of revenue. Insurance paid on a flat 
premium basis will, of course, be included in the costs reflected under Item 1 
of the formula. 

When the formula is used for the purpose of estimating costs of some par- 
ticular transportation not yet performed, the determination of the hours and 
the miles usually presents no great problem to an experienced dispatcher or 
transportation engineer. Likewise, where the formula is to be used for the 
purpose of checking out the costs on some particular transportation, and this 
fact is known before the transportation is performed, special records may be 
set up for the purpose of determining during performance the pertinent time 
and mileage factors. 


Analysis of Direct Costs 


If the carrier wishes to make a continuous study for any considerable period 
of time on all of the transportation performed by the fleet, it is essential that 
a punch card system be inaugurated for the purpose of recording the time and 
mileage factors, to be sorted later under appropriate classifications. These are 
called equipment analysis cards. The object of these cards is to be able to 
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quickly identify equipment operations (hours and miles) with any c 


tion of revenues desired. Having determined the performance factors, the 


direct costs may be determined by use of the formula. It may be noted here that 
the sorting medium used would, of course, depend on the size of the operation. 
In the case of a very large operation, it is likely that a machine sorting medium 
would be used. 
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EXHIBIT 3 


A simple card (Exhibit 3) is one designed for a drayage and heavy hauling 
operation in a truck load operation only, for which it was found feasible simply 
to tie the operations of given equipment to job numbers. The only other gen- 
eral classification of interest in this instance was the coding for classification of 
line, local and specialty operations, and provision for this was made on the 
card. A more elaborate card proved necessary for such an operation as a tank 
line. Here it was desired to analyze operations by commodities, by states and 
by customers, as well as to provide, in the sorting fields (analysis code), for 
any special analyses that might be desired periodically. The account code was 
also included, since the account classification itself contained a considerable 
breakdown of revenues. The revenue is included on the card merely for the 
purpose of making the card a complete record and to obviate the necessity for 
referring to freight bills to secure revenue data. 

Shown below are analyses made of 257 jobs in a heavy hauling operation, 
together with some observations that were made as a result of analyzing this 
business, first by type of rate used and then by the type of service: 
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ANALYSIS MADE ON THE BASIS OF THE TYPE OF RATE USED 


Gross % Ave.G.P.M. Same on 
profs = GPM. Lea! 5) vg jobs with 

















No. of 
Rate base jobs Revenue margin orev. unithr. ext. belp 

Hourly 121 $11,973.87 $4,515.64 37.7 $482 $5.52 
Cwt. 76 24,299.75 10,854.81 44.7 6.09 9.27 
Quote 30 17,005.06 6,307.72 37.1 7.17 9.08 
C/L & Sw. 25 6,176.16 2,639.93 42.7 4.69 6.01 
Cost Plus 5 1,434.76 559.33 39.0 5.22 4.92 

Totals 257 $60,889.60 $24,877.45 409 $5.47 $6.96 


ANALYSIS OF SAME BUSINESS BY TYPE OF SERVICE 








r ft No.of — oln Ave. G.P.M. Saree 
0 ower jobs 
can jobs Revenue Bie d to rev. gt br. - help 
Line Haul 22 $ 7,490.51 $ 2,785.47 37.1 $4.21 $5.01 
Local 129 19,747.03 (234.70 47.4 5.50 7.48 
Specialty 102 33,171.35 12,625.98 38.1 6.08 6.96 
Misc. 4 480.71 111.28 23.1 a a 








Totals 257 $60,889.60 $24,877.43 409 $5.62 $7.14 


Several observations may be made. It may be noted that it took 121 hourly 
rated jobs to produce $11,973 in revenue, whereas 76 hundredweight jobs pro- 
duced $24,299 in revenue and 30 quoted jobs brought in $17,005. The cost 
of taking orders, handling dispatching, billing, supervision, etc. for 121 jobs 
can be assumed to be greater per revenue dollar than for a lesser number of 
jobs producing greater revenue. In an analysis like the foregoing, gross profit 
margins should not only be shown in relation to revenues, but to power unit 
hours. The former relationship shows how much is produced and the latter 
indicates how fast. Thus, hundredweight rates not only produce high margins 
but produce such margins in less power unit hours than most other rates. It 
is interesting to note the increase in gross profit margin per power unit hours 
where extra help is employed. Prodacing more margin per power unit hour, 
in general, should tend to reduce cverhead ratios. The second table points out 
the favorable showing of local sad specialty work as against line haul. 

Another example is an analysis of a tank line operation in which it was 
sought to determine the profitability of transportation of cotton oil for a par- 
ticular account, the points of origin and 4estination being more or less fixed. 
For this purpose four loads were analyzed and the result is shown as follows 
(It goes without saying that something had to be done about this account) ; 
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Amount Per Cent 

Revenue $437.02 100.00% 
Hourly $ 61.86 14.15% 
Mileage 203.63 46.60 
Labor—T—3 41.57 9.51 

T—3—8 30.70 7.02 

Mil. 147.65 33.79 
Subsistence 27.00 6.18 
Insurance 14.77 3.38 
Tax 14.20 3.25 
Total direct costs $541.38 123.88% 
Gross profit margin $104.36 (loss) 23.88% (loss) 
Hours 59/25 
G.P.M. per hour $1.76 (loss) 


Other types of analyses are, of course, available in addition to these shown, 
For instance, it may be desired to show the amount of gross revenue produced 
during a given period by the various power units in the fleet, together with the 
average gross revenue per hour for each. Such an analysis will, in most in- 
stances, be quite surprising. One we have in mind showed, for 43 individual 
power units, gross operating revenues ranging from a high for a one-month 
period of $4,999 down to a low of $690. Variations in average gross revenue 
per hour ranged from a high of $11.46 per hour down to a low of $5.05. A 
study of the particular analysis resulted in the sale of some units and the re 
placement of others. 


Analysis of Indirect Costs 


We suspect that the questions will have come to the reader's mind by this 
time, ““What about the distribution of overhead? How can we determine the 
profitability of any class of transportation without having some means of deter- 
mining at least an approximation of the met profit result?” We are convinced 
that this is a subject which should be approached with the greatest amount of 
caution in the truck transportation field. Why? Because the end objective in 
good cost analysis should be the making of good decisions—the determining 
of the right course of action. More bad decisions have been made from im- 
proper or arbitrary application of overhead factors than from any other cause. 
We have seen the indirect costs or overhead items distributed in ratio to reve 
nues, in ratio to direct costs, and by several cther methods. If, as a result of 
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use of any of these methods, it is found that certain activities indicate a net 
loss and if, as a result of such findings, the conclusion is reached that the par- 
ticular business is unprofitable and should be discontinued, we are getting on 
dangerous ground, decision-wise. 

The most important objective of any operation is to produce net revenue, i.e., 
gross profit margins. Theoretically, we might say that any operation which 
produces so much as one dollar of gross profit margin is good. That is not 
quite true. What will be found is that some activities of the transportation 
business will produce fat net revenues and other parts will produce very slim 
margins or even losses. We expect that no one will disagree with the thought 
that it would be good decision-making to eliminate any business not producing 
at least a gross profit margin. We reduce gross profit margins to gross profit 
margin per power unit hour because we find this figure to be the one most 
useful in the control of our operations. We are being paid for transportation. 
Transportation is accomplished by the power unit. A trailer that is not being 
ioaded, unloaded, or moving for the purpose of picking up or delivering a 
shipment is either not producing revenue of any sort or it is being used for 
storage or in lieu of storage. We determine the total normal power unit hours 
of the fleet and divide the total applicable indirect costs by this figure, thus 
arriving at an average overhead cost per power unit hour. This figure should 
be recalculated and studied periodically. 

In examining the various segments of our operation, then, we likewise deter- 
mine the gross profit margin per power unit hour and compare it with the 
average cost of overhead per power unit hour. If the gross profit margin ex- 
ceeds the average overhead per power unit hour, we may come to the conclu- 
sion that the particular business is producing a satisfactory rate of net revenue. 
If it is less, we will assume that it is producing an unatisfactory rate of net 
revenue. We run a study of all of the segments of business we are examining 
on a scale from the lowest to the highest producers and determine where we 
are making the most money. It then becomes a relative matter. Our efforts may 
be directed to using our fleet capacity better by substituting for operations of 
less net revenue value per power unit hour an activity which produces better 
net revenues per power unit hour. How to do this is another subject. Here 
we are concerned only with fast cost finding to determine which transportation 
is giving best net revenue results. 

The method of applying overhead on the power unit hour basis needs exam- 
ination and refinement in many instances, For instance, some examination and 
recognition should be given to the differences in rate of overhead accumulation 
on a line-haul operation where equipment is normally used ten hours per day. 
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Special Situations 

Another question we anticipate in the reader’s mind is that of the useful 
ness of this approach to cost in application to less-than-truckload operations in 
which the carrier has pickup and delivery runs, transporting the freight over 
docks to line-haul equipment. We believe that here, as in any form of truck 
transportation, the unit by which we may control the over-all profit of the op 
eration is the profitability of trips. If we send a piece of equipment out on @ 
trip, it should return to its terminal at the end of the operation with something 
in excess of its direct costs. The difficulty arises in determining the pruportion 
of revenue credit attributable to the pickup and delivery phases of the opers 
tion in relationship to the line-haul and incidental terminal operations. This 
determination can be made with the aid of punch cards that follow the freight, 
on which revenue is apportioned and tabulated by trip numbers. This proce 
dure is merely suggested as a possibility. Whether or not it should be recom 
mended depends on what answers management is seeking to aid in decision- 
making. 

There are many ramifications. As an example, a tank line may be hauling a 
semi-trailer of petroleum and a trailer of another product. How the hours and 
miles of operation of this equipment combination are handled depends on what 
we are looking for. If we are trying to break down costs by commodities, it 
would call for one treatment; if by account, by equipment, by a given run, or 
by territory, some other treatment would apply. How far we go and in what 
detail we make analyses of revenues versus hours and miles of equipment opera- 
tion is dictated by the segment of the operation we wish to study. When we 
think we have all the information we need, we drop any given analysis and 
start another. Some segments of an operation need continuous watching because 
they are constantly changing. 

Direct Cost Control 

Control of a trucking operation must center first around the revenues and 
the direct expenses of the equipment itself, so that each unit may be examined 
separately for its activities and the results of its operations, in the same mannet 
that a chain store operation examines the individual profit contributions of its 
branches. Beyond this we have indirect costs that are controlled in a trucking 
Operation in a manner not significantly different from any other type of busi- 
ness. However, anything having to do with contemplated action by a trucking 
company has to do, with few exceptions, with the operation of the trucking 
equipment. The use of formulas such as those described in this article will 
greatly simplify the task of calculating the possibilities of profit in any given 
operation. 
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Cest Reimbursement Contracts — 
More Profit Through Cost Control 


by R. A. ANDERSON 


+ bw STARTLING HEADLINES OF OCTOBR 4, 1957, announcing the successful 

launching of man’s first orbiting satellite, jolted the Free World to a real 
awareness of the technological capability of the Soviet. A vastly increased 
emphasis is now being accorded missile and satellite programs within our de- 
fense concepts, seeking to regain the superiority in scientific achievement so 
essential if the Free World is to maintain its ability to perpetuate the ideals 
of reason, morality and human justice at the international bargaining table. 
Accordingly, it can be expected that the Department of Defense will spend a 
greater proportion of money for research and development procurement. Such 
procurement frequently involves the use of cost plus a fixed-fee contracts, also 
known as CPFF contracts. That type of contracting has challenging profit as- 


pects. 
How Profitable are CPFF Contracts? 


There exists a very popular misconception that this form of contract provides 
a “gravy-train” to the contractor at the expense of the taxpayer. This is not the 
case, as defense contractors know. Allowable costs are reimbursed so long as 
they are incurred within scope of the work contracted for, and the dollar 
amount of fee established when the contract was entered into remains firmly 
fixed as long as the contractual scope remains unchanged. Although statutory 
regulations permit fees up to 15 per cent of allowable costs, government nego- 
tiators have been successful in stratifying fees at the approximate level of 7 per 
cent. Let us examine what happens to that fee percentage and the net income 
it yields, in terms of sales ratios. The 7 per cent fee percentage is based on 
cost. Converted to a percentage of sales the 7 per cent becomes 6 per cent. 
Is this all profit? 





ROY A. ANDERSON, Peninsula-San Jose Chapter, 1955, is Assistant Manager, Account- 
ing and Financial Division, Missile Systems Division of Lockheed Aircraft Corporation. 
Prior to this, he was Factory Accountant, Pacific Coast Region of Westinghouse Electric 
Corporation. Mr. Anderson was chairman of the Organizing Committee and first President 
of Peninsula-San Jose Chapter, 1955-56. 
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The term “allowable costs” has been utilized above several times. Those” 
conversant with Section XV of the Armed Services Procurement Regulations — 
(ASPR), the bible on costs recognized in CPFF contracting, realize there are Se 
some types of legitimate business expenses for which the contractor cannot seek 
reimbursement. Here are a few examples: 


Interest 
Rapid amortization in excess of “true” depreciation Le 
Donations, including those to civic charities and religious and educa- 
tional institutions 

Product advertising 


The amount that such unallowable costs and expenses aggregate, expressed Le 
as a percentage of sales, obviously varies from company to company. However, 
surveys show that the average is approximately 114 per cent. Summarizing all 
this in terms of an income statement, the following result is obtained: N 


Amount Ratio to Sales 











Sales (Allowable cost and 7 per cent fee) $107 A 
Less: Allowable costs 100 - 
Income before unallowable th 
costs and expenses $ 7 6.5% | 
Less: Unallowable costs and expenses 1.6 1.5 24 
Net income before taxes $ 5.4 5.0% 
Less: Provision for federal income taxes 2.8 2.6 
Net income after taxes $ 2.6 2.4% 
When the resulting ratio is compared with industrial averages, it falls con- 
siderably short. However, it is not the purpose of this paper to pass judgment 
on the profitabilty of government contracts. Ratios in themselves can be mit af 
leading. For instance, the above net income could produce a very satisfactory m 
return on investment if the Government furnished a major share of the facilities li 
needed to perform the contract. However, it is the writer's purpose to point out oo 
the narrow profit margins involved and the need to husband those margins and, gi 
in fact, increase them! SC 
The profitability of cost reimbursement contracts, expressed as a ratio t T 


sales, can take two avenues—up or down. The previous example assumed that 
costs would be incurred as quoted at the time the contract was negotiated. Such 
exactness is very seldom the case. What happens when actual costs vary cam 
best be illustrated by the following comparison: 
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Costs under-run Asnegotiated Costs over-run 














Ratio to Ratio to Ratio to 
Sales: Amount Sales Amount Sales Amount Sales 
Allowable cost $80 $100 $120 
Fixed fee 7 7 7 
Total $87 $107 $127 
Less: 
Allowable cost 80 100 120 
Income before unal- 
lowable costs and 
expenses $7 81% $ 7 65% $ 7 55% 


Less: 
Unallowable costs 
and expenses 13 .i3 16 1.5 1S -i5 


Net income before taxes $5.7 66% $ 54 5.0% $ 5.1 4.0% 

















The significant ratio differences indicate there is ample incéntive to keep costs 
at a minimum. Even the unallowable costs and expenses were varied since 
overruns very often entail a longer time period of performance and many of 
the unallowable expenses are related to time. And there are other desirable 
results which accrue from cost under-runs: 


1. Greater return on investment, since less costly accomplishment 
usually entails less utilization and faster relinquishment of assets. 


2. A more satisfied customer, since work was accomplished within 
alloted funds, and hard-to-obtain supplementary funds were not 
necessary. 


Cost minimization does not occur from mere happenstance. It must be sought 
after through careful program planning and gauging mile-stone accomplish- 
ments in the light of budgeted expenditures. It can be achieved through intel- 
ligent cost control embodied in a program which encompasses all elements of 
costs. This paper will outline a method of approach to such a control pro- 
gram. Only basic principles will be considered, since applications and detailed 
scope vary significantly from company to company according to control need. 
The following key elements will be considered: 


1. Establishing the contract 3. Awareness of changes in 
budget. contractual scope. 

2. Monitoring of the key 4. Effective progress report- 
factors. ing. 
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Establishing the Contract Budget 


Although cost elements do vary from firm to firm, the following categor 
have achieved a considerable degree of universality and will suffice for p 
of this paper: 
Direct labor Other direct charges—overtime premium 
Direct material Other direct charges—Consultants 


Subcontracted effort Other direct charges—Travel 
Applicable overhead (s) 


It is to direct labor, direct material, and subcontracted effort that the major 
emphasis will be accorded. The other two categories are important, partion 
larly overhead but, since the latter category involves budgeting and control ted 
niques within its own sphere, its control will not be considered at length, other 
than to point out the effect that overhead rate trends have on contract cost. 

Once a contract has been received, the basic cost frame-work should be esta 
lished. This frame-work should establish the specific detail to which costs amg 
to be budgeted and accumulated. In effect, the detail of the shop orders, work 
orders, etc., should be pre-established. This determination as to the segments 
at which control points and cost accumulation points shall exist is the first key 
to successful control. Within this frame-work, the negotiated contract cost cag 
be allocated, broken-down as to the labor and material and the other cost ee 
ments. Basically, this should not be difficult to accomplish since, if sound esti- 
mating procedures were followed, the initial price proposal should have been 
constructed from estimates within the same type of detail frame-work. In e& 
sence, then, the original price proposal, as modified at the negotiation table, 
provides the first element of cost control—the basic budget as contractually 
established. This can be referred to as the functional budget and establishes 
the desired break-down of the contract tasks. 

To achieve cost control, it is essential to fix responsibility to the various orgat- 
izational units, budget centers, or cost centers contributing effort to the projed 
Consequently, once the functional budget has been established, the budget estab § 
lished for each work segment should be allocated to the organizational units, 
however titled, at which level costs are to be identified. At this point in budget 
assignment, many companies follow the practice of reserving part of the budget 
for unforeseen contingency use. This reserve can then be utilized to plug the 
gap when trouble spots occur. They usually do occur in research and develop 
ment work, since original estimates may have been made based on the gleam 
in a scientist’s eye! If the reserve is not utilized, a desirable cost under-tul 
results. 
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Once the budgetary responsibilities have been established by organizational 
units, each should be advised of its budget and the scope of work to be per- 
formed. The need for this cannot be over-emphasized. It is an extremely frus- 
trating experience to be assigned work without knowledge as to a definitive 
work statement, the performance schedule, and the budgetary allotment. Such 
a mode of operation is an open invitation to trouble! Very often the organiza- 
tional units will have participated in preparing the proposal estimates within 
certain work premises. Unless they are advised positively of the finally-agreed-to 
contractual work scope and the effort budget for it, they may commence work 
according to their last-known concept of work—the proposal premises. Lack 
of communication as to work scope and budgetary allotment should not be al- 
lowed to waste contract dollars! A well-defined work release and work authori- 
zation system will preclude such waste. 


Monitoring the Key Factors 


Once the desired budgetary guide-lines have been established and contractual 
performance has commenced, effective measurement of performance must be 
instituted. Basically, three factors must continually be evaluated: 


1. Actual effort expended or committed. 
2. Schedule performance in relation to effort already expended. 
3. Effort required to complete the project. 


Of these factors, the most significant is that of measuring schedule perfomance 
in the light of effort expended. Too many times it is overlooked, as long as 
evaluation of the third factor indicates within-budget accomplishment. How- 
ever, effective evaluation of the third factor cannot be made without taking 
cognizance of schedule position. Successful accomplishment of the entire proj- 
ect within the contractual time-span depends on the on-schedule performance 
of the contributing organizational units. 

A sizable research and development contract is extremely complex to admin- 
ister. In observing an automobile assembly line, one is awed by the timing of 
parts meeting the assembly line at just the right time, even with varying models 
in production. In the case of complex research and development contracts, a 
similar schedule problem exists. It is mot as precise as to exact timing, obvi- 
ously, but it can be more difficult to control because of the unpredictability of 
design and development break-throughs. Facilities and their utilizatioa must 
be planned, personnel acquisition and utilization must be time-phased to avoid 
man-power paucity or waste, special tooling must be planned and procured or 
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manufactured, and subcontractor effort must be synchronized to achieve desig 
and schedule compatibility. These are a few of the complexities. Failure @ 
recognize their interrelationship and to provide monitoring to detect troublg 
spots can be disastrous, both technically and financially. There are undoubte 
many ways to effectively accomplish such monitoring. In an effort to provi 
an insight to one approach, consideration will be accorded the control of th 


significant cost factors: 


1. Direct labor hours 3. Subcontractor effort 
2. Direct material : 4. Changes in contractual scope 
The Control of Direct Labor Hours ; 

When the effort input is quoted to accomplish the stipulated performangy 
schedule, consideration should be given to the timetable of that effort expendi 
ture and its relationship to accomplishment of key mile-stones. These mile 
stones must be carefully selected, and should provide checkpoints at which t 
evaluate: . 

1. Accomplishment within the organization unit. 
2. The schedule effect on the effort of related organizational units 
and subcontractors. 
. The cumulative position of the entire project in terms of schedule 
and cost performance. 

The most effective control of labor input can be gained by measuring attain 
ment along that charted route. A simple illustration can best serve to emphe 
size this interrelationship. Assume that the XYZ Company entered into a com 
tract with a beginning date of January 1 and a completion date of December 31, 
and that four burden centers were to contribute effort: 

Burden Center A. To provide basic development input. 

Burden Center B. To design end item, largely based on input of A. 

Burden CenterC. To design and fabricate special tooling. 

Burden CenterD. To manufacture, assemble, and test end item. 
The successful execution of the contract obviously depends on the phasing of 
effort of the hypothetical burden centers. The established timetable of expend 
ture effort by the burden centers follows: 


Burden 

Center: J - Se ae M J | a S 
A 50 75 80 140 50 5 - — - $00 
B 25 40 50 100 125 100 50 = 25 — 540 
Ce = =—- © 20 @2 8 B® — - 220 
D— — — — 10 40 30 340 


Totals 75 115 240 220 = 1 30 1600 
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In order that the project progress according to schedule, it is important that 
Burden Center A accomplish two significant mile-stones, one at the end of 
March and one at the end of May. All the other burden centers will be severely 
affected if those mile-stones are not reached on schedule, as will the entire proj- 
ect schedule. Although similar mile-stones would obviously exist in the other 
burden centers, those in Burden Center A will suffice for illustrative purposes. 
The planned schedule for Burden Center A is cumulatively charted in Exhibit 1, 
with the indicated mile-stone checkpoints. 





























EXHIBIT 1 EXHIBIT 2 EXHIBIT 3 


Assume that, at the end of March, 155 hours had been spent and that it was 
estimated it would take 345 hours to complete Burden Center A’s portion of 
the project. Hence, the effort expended to date plus the estimate to complete 
would indicate that Burden Center A was in no difficulty. However, upon in- 
vestigation it was determined that the March mile-stone would not be reached 
until the end of April, at which time 325 hours would have been expended. 
Charted, this situation would appear as in Exhibit 2. Upon analysis, it would 
appear questionable whether all was going well. Some inferences could be 
drawn. The fact that the first mile-stone would not be reached until April, at 
which time 325 hours will have been spent, could indicate that the March 
estimate to complete of 315 hours is optimistic, inasmuch as at the time the 
first mile-stone is effectively reached 120 hours in excess of the original esti- 
mate would have been spent. This is represented by line “a” on Exhibit 2. Per- 
haps an overrun in excess of 120 hours is in the offing if the experience to 
reach the first mile-stone is indicative of future effort and the attainment of 
the second mile-stone. Regardless of the outcome, the important thing is that, 
through such progress monitoring, a trouble-spot has been brought to the fore 
immediately! There may still be time to remedy the situation. 

Thus far, only the effect within Burden Center A has been considered. In 
view of the slip in reaching the first mile-stone in that burden center, what has 
happened to the schedules within Burden Centers B, C, and D? The possibili- 


ties are obvious and many: 
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. End item design will be delayed, with resulting probable delay in 

procurement of special tooling and end item manufacture. 

2. Delays in other burden centers could result in overruns, lost time, 
wasted facilities, all contributing to added costs beyond contrac- 
tual provision and resulting dilution of fee rate. 

3. In-plant delays could affect subcontractor performance, with same 
delay and cost effect. 

4. It may be possible to recover the lost time caused by the off- 

schedule performance of Burden Center A through the use of 

overtime. However, added cost may still result because of such 
unanticipated overtime cost. 


a 
PA 
é 


The illustrative case utilized is an extremely simple one. Consider the rami- 
fications inherent in a large contract with many inputting units. It obviously 
behooves the company to carefully pian and administer its monitoring program” 
as contractual effort progresses and not to wait until the trouble spot has flared 
openly, with little chance for remedial action. These, then, should constitute 
the elements of a labor effort measurement and control program: 

1. Assign labor hour budgets to the inputting work centers, segre- 
gated to the functional work to be performed. 


2. Program the proposed expenditure of such effort time-wise, and 
establish key mile-stones to indicate degree of schedule mainte- 
nance, selecting such mile-stones so that effect of schedule com- 
pliance or non-compliance on other work centers can be measured. 


3. Secure periodic estimates to complete the assigned work from the 
inputting work centers, together with their planned expenditure 
of those estimated remaining hours. 
The effective evaluation of these three factors will go far toward indicating 
contractual status as to schedule compliance and cost performance. 


The Control of Direct Material 


In research and development contracts, the control of material can be a diffi- 
cult problem. Due to the usually undefinitized nature of the end item, the 
exact material to be utilized cannot be predicted at the time contract cost 
negotiated, and educated estimates have to be used to establish cost. Material 
will be required not only for the end item, but for laboratory testing and spe 
cial tooling as well, and critical material procurement lead times must be com 
sidered. Simply stated, the extent of material usage cannot be precisely prede 
termined from engineered bills of material, inasmuch as material bills do not 
exist. A control program which establishes cost responsibility and cost limits 
is, therefore, mandatory. 
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In order to establish cost responsibility according to inputting organizational 
units, it may be necessary to differentiate between material used in laboratory 
tests, special tooling and end item manufacture and test. This differentiation 
assists in designating budget responsibility to the development, design, and 
manufacturing organizations. Once determined, these material categories may 
be further broken down to functional components in order to better define cost 
responsibility. Again, it can be said that such breaking down of the whole into 
manageable and controllable elements should not be too difficult if the proposal 
quotation was prepared in an intelligent manner, giving cognizance to the cost 
segregation needed for realistic pricing, cost analysis and cost control. 

Having established the material cost budgets functionally and organization- 
ally, the frame-work exists within which effective control can be exercised. The 
progress of material costs can generally be gauged from the following factors, 
within that frame-work: 


1. Costs expended to date. 2. Open commitments. 
3. Realistic periodic appraisals of material yet to be procured. 


These factors, when compared to the budgetary provision, should highlight 
unsatisfactory conditions as soon as they occur, for remedial action. The first 
two factors can be derived with ease if adequate accounting records are in 
existence. The last factor is more difficult. In the early phases of a program, 
such estimates may be difficult, due to the unknowns inherent in research and 
development programs. However, as the project progresses and the design be- 
comes better defined, realism in estimates of material yet to be procured can 
be achieved. Thus, the area of doubt diminishes and the picture of material 
cost comes into focus. 

Again, as with labor hours, adequate control can be achieved only if the 
organizational units assigned cost responsibility are fully aware of that respon- 
sibility and the progress of costs. An adequate control program must make 
sure that such awareness exists, so that ignorance does not undermine the im- 
portance and magnitude of costs being incurred. 

Direct material need not be considered as a self-contained element. In reality, 
it can be used as an indicator of schedule performance, particularly that por- 
tion of material which will become part of the end item. Basically, end item 
material requirements stem from design releases. The originally contemplated 
schedule of design releases constituted the basis for the manufacturing quota- 
tion and its time schedule. Consequently, for manufacture of the end item to 
be on schedule, design releases must be on schedule in order that requisite 
material can be procured and made available for the manufacturing schedule. 
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As a result, the status of material procurement and utilization can be a 
tool in appraising schedule performance. A simple example will serve to illus 
trate this concept. In the chart in Exhibit 3 there is portrayed a hypothetical 
material expenditure and commitment curve, as envisioned in the initial prow 7 
gram schedule as related to the end item being manufactured. Such a curve] 
can be established at the total contract level or refined to lower levels for more © 
sensitive indicators if the need warrants. 
As the project progresses, actual data as to commitments and receipts can be) 
plotted, and any serious deviations from the predetermined curve would beat) 
investigation. Obviously, for this predetermined curve to be a reliable indi- | 
cator, it should be kept up to date as changed conditions warrant. It should || 


be remembered that the original curve was an estimate based on conditions J 


known at that time. Conditions can and do change considerably in research 7 
and development projects, by their very nature, and hence guidelines should be 
continually adjusted to reflect the latest known situation. One final observa- © 
tion. The above example utilized commitment and receipt data as the indica- . 
tors. If material control and accounting refinements exist, another aoe 

of actual material usage—can be used to gauge achievement of the actual man- 
ufacturing schedule. The sum total of commitments and receipts, however, is © 
a better indicator of design release status, disregarding, of course, the ever- 
prevalent design change factor. 


The Control of Subcontractor Effort 

A prime contractor may have excellent controls and progress monitoring in 
existence for in-plant costs but, if he does not require similar progress report j 
ing and control from those to whom he has sublet work on a CPFF basis, a 
serious exposure could result. Since subcontractor over-runs are the responsi- 7 
bility of the prime contractor, just as subcontractor under-runs inure to his ~ 
benefit, it behooves the prime contractor to at all times be fully informed of i 
the subcontractor’s progress, both schedule-wise and financially. It will not be 7 
necessary to dwell at length on a subcontractor control program. Through the © 
medium of the terms of the subcontract document, all requisite reporting can ~ 
be made a contractual requirement. A prudent prime contractor will always 
avail himself of this expedient means of delineating the progress reporting } 


required. 

Required subcontractor progress reports should, as in the case of the prime ~ 
contractor's own in-plant control program, establish the relationship between 
financial reporting and mile-stones of physical progress. Thus, certain key mile- ~ 
stones should be established so that, in addition to the evaluation of cost prog: | 
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ress, the phasing of the subcontractor’s schedule as it affects the prime’s sched- 
ule can be adequately appraised. 

In so far as cost progress is concerned, reporting by the subcontractor should 
clearly set forth for each element of cost—i.e., labor, material, etc.—cost to 
date, open commitments, estimate to complete and total estimated cost. As an 
example of the type of report that would serve adequately, the management 
type of report set forth later in this article could be used, With respect to 
“estimate to complete,” the prime contractor should require the subcontractor 
to schedule this cost monthly until completion. With such information, the 
prime contractor can make periodic independent analytical tests for comparison 
to the initial agreed-upon cost data which formed the basis for the subcontract. 
Significant cost and schedule trends may suggest themselves for investigative 
action before too much time has elapsed. 

In summary, the prime contractor should not assume that the subcontractor 
will perform according to script. The former must stay abreast of subcontractor 
status at all times and this can only be done through meaningful progress report- 
ing. Painful surprises can easily result without it. 


Other Costs and Their Control 


Three other types of cost must be considered in the control program. They 
are labor rates, overhead rates, and other direct costs. With respect to the first 
two, if care was exercised in the projection of these rates over the contract pe- 
riod, no serious problem should accrue. A well-managed company has other 
controls over these factors and, as long as these are operative and projections 
are made accordingly, the variances resulting should not be great. However, 
the contractor should make provision to absorb any resulting unfavorable vari- 
ances within other elements of cost so as to prevent contract over-runs, The 
cost elements included in “‘other direct costs” vary as between companies. How- 
ever, each cost element included should be subjected to budgetary control. The 
type of cost will usually suggest the requisite control measures, including the 
fixing of cost responsibility. Suffice it to say that the basic principles of budge- 
tary control apply as in the case of the previously-discussed major cost elements. 


The Control of Contract Work Changes 


Government research and development contracting has witnessed many in- 
stances in which contractors have encountered serious difficulties because of 
failure to adequately control changes in contract work. Such changes can be 
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categorized as those within contractual scope and those outside the scope i 
the contract. A contractor who has not established well-defined procedures fg 
evaluation of proposed changes would soon become convinced of the necessi , 
for it if he could visualize the loss of fee dollars involved. Contract char 
emanate basically from two sources: 


=< bs rf. bg 
ee 


1. Requested by the customer. 
2. Generated from within the contractor's own organization. 


A contractor's change control procedure should recognize the difference ig 
controlling the first, since such changes are usually requested officially through 
channels. The latter, however, present the most difficult area of control. I 
is very easy for technical personnel to make changes without their becoming 
officially documented. Such changes, even if within the scope of the contrac, 
may not really have been essential but precious cost dollars are used up. Un 
known changes outside the scope not only appropriate cost dollars, but the com 
tractor loses the opportunity to officially document such proposed changes and 
negotiate for additional costs and applicable fee. 

To combat these hidden drains, a contractor should establish exacting change 
control regulations. All personnel capable of introducing changes should be 
thoroughly indoctrinated as to those regulations. The review procedures must 
be stream-lined so that quick and decisive action is taken on proposed changes, 
Drawn-out and indecisive deliberation will soon destroy the effectivity of even 
the best-defined change control systems and personnel will tend to circumvent 
the regulations. A common approach practiced by industry is the establishment 
of a change control board, comprised of management personnel capable of mak- 
ing binding decisions. To this board are submitted proposed changes in essen- 
tial detail, so that determination can be made as to whether or not the changes 
are within or without contract scope and: 


1. With respect to within-scope changes, the technical advantages or 
necessities can be measured against the cost of the changes. 


2. With respect to desirable changes outside of scope, the necessary 
proposal can be submitted to the customer for contract amend- 
ment, including additional cost and fee. 


Once changes have been instituted, the necessary budget revisions must be 
made promptly, up or down. For instance, if a change is made which signifi- 
cantly reduces costs, failure to revise budgets downward can result in the dis- 
sipation of the anticipated savings on other work. Thus, it is essential that 
there exist a close tie-in between budget and change control procedures. 
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Effective Progress Reporting 


Effective contract control cannot be maintained without clear and concise 
communication between the central budgetary point and the organizational 
units performing the work. The central budgetary function should make sure 
that the inputting work centers are fully aware of budget levels and effort or 
costs incurred to date. With such information, operating supervision can 
control expenditures intelligently. Likewise, there must be established clearly- 
defined procedures through which the work centers periodically inform the 
ence i § central budgetary function of realistic “estimates to complete” the assigned 
work. With this flow of information, both to and from, meaningful progress 
status reports can be prepared on a total contract basis for management use. In 
essence, two levels of reporting are involved: 


through 
trol. It 
coming 
' oa 1. Detail reporting to and from the individual work centers. 
he con- 
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change 
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2. Summarization of the total contract picture to management. 


Obviously, only that information necessary for work center supervision to 
control adequately need be reported. In the case of direct labor, the reporting 
of hours should usually suffice, inasmuch as other reports and controls exist for 
labor and overhead rate variances. This situation, of course, will vary from 
company to company. For purposes of example, labor hours will be utilized to 
anges portray a method of reporting. Let us return to Burden Center A for illustra- 

tive purposes and assume that the budgeted work of 500 hours was comprised 
of three work orders, namely Work Order 1001—150 hours; 1002—200 hours; 


























mvent 
; 1003—150 hours. 
; . 
q WEEKLY PROGRESS REPORT 
WEEKLY 
anges BURDEN WORK INCREMENT CUMULATIVE TOTAL BUDGET EST. TO d 
CENTER ORDER HOURS TO DATE BUDGET BALANCE COMPLETE VARIANCE 
3rd_ Week 
c 
A 1001 10 90 150 60 
1002 15 125 200 75 
, 1003 5 60 150 90 
‘ 30 275 500 225 
4th Week 
st be A 1001 10 100 150 50 45 -5 
, 1002 20 145 200 55 70 15 
gnifi- 1003 10 70 150 80 90 10 
> dis- 40 315 500 185 205 20 
that 
EXHIBIT 4 
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The contractor's procedure calls for weekly reporting to the burden ce: 
hours expended and monthly estimates by the burden centers of hours 
to complete the work. The reports for the last two weeks of April are em 
bodied in Exhibit 4. Particular attention is called to the “estimate to complete” 
column, furnished by Burden Center A. Supplied periodically, this estimate j 
vital in current evaluations of contract cost progress, as potential under-run 


over-run situations are highlighted as early as possible. In this illustration, @” 


“an 


budget balance of 185 hours exists, but a potential over-run of 20 hours 
been brought to light, possibly in time to do something about it. This type of 
reporting, properly administered and coupled with mile-stone accomplishm 
analysis, should serve adequately to provide a basis for effective direct hous” 
control. Two-way reporting is featured and the summation of the various . 
centers will provide the basis for intermediate or top management reporting. ¥ 
Other elements of cost, such as material, can likewise be reported. In the 
case of larger companies where installations of data processing equipment exist, 
such reporting can be adapted easily to mechanized processes and correlated 
with the official cost records. The reports must be issued promptly to be ef 
fective. Finally, every avenue should be explored to increase the cost conscious: 
ness of the operating supervision to the end that they will do much toward 
solving their own problems before it is too late. Ei 





PROJECT STATUS REPORT 
Cost Total 
To Open Est. To Estimated Contract Over-rua 
Date C i ts Complet Cost Price (Under-run) 











Direct Labor Hours 




















Direct Labor Cost 

Direct Material 

Subcontracts 

Other Direct Costs 
Overtime Premium 5 
Travel 4 
Consultants 3 

Applicable Overheads 





= 
. 
Total Cost 4 














Once the detail analysis and reporting techniques have been established for 
the various elements of cost, preparation of summary reports for manage 
should present no problem. Such summary reports should obviously be 


cise. A suggested format for overall contract summary is presented at 
hibit 5. In addition to such a summary, selected peoblem areas can be 


lighted in subsidiary schedules and charts. Schedule problems, individual wok 
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center under-run accomplishments or over-run potentials, milestone accom- 
plishments or failures, etc., can be the subject of such special highlights. Stereo- 
typed reports should be avoided, as often they fail to adequately portray problem 
areas. Adapt the reports to the particular needs apparent, so that appropriate 
management action can be directed to the area of need. Tell the story that 
needs to be told! 


Good-Work, Good-Will 


Particular stress has been accorded the need for a well-conceived contract 
budget plan to assist in maximizing the profitability of CPFF contracts. To 
achieve that profit goal, the concept of tight control must be emphasized to the 
same degree as in fixed price work, and the philosophy of “you can’t lose on 
CPFF work” should be eliminated. Definite responsibility budgets should be 
established and progress reporting implemented to record and correlate expendi- 
tures and mile-stone accomplishments, together with estimates of expenditures 
to- completion. Such progressive analysis will highlight trouble areas in time 
to take remedial action before contract dollars are irretrievably dissipated, In 
addition to the beneficial internal effects that will accrue to the contractor, he 
will incur the goodwill of his customer—the U. S. Government. That customer 
does not have unlimited funds and a contractor who consistently performs 
within contract funds will undoubtedly be considered with respect. 





A CONSTRUCTION CONTRACTORS’ LEASE-OR-BUY DECISION 
by John S. Rennolds* 


T° MANY BUSINESSMEN the rent or buy ing capital and many insurers follow a 
decision is a common occurrence, but “rough” rule of ten times working capital, 


no simple formula may be applied to the 
solution of every problem of this nature. 
Due to differing conditions and varying fac- 
tors, each problem has to be studied as to 
the result the decision will have on the 
balance sheet and operating statement. This 
is true of construction contractors who not 
only have general financial positions and 
profits to consider but must carefully guard 
working capital position. Performance and 
payment bonds are often limited by work- 





* Partner, Baker, Brydon, Rennolds, & 
Whitt, Richmond, Virginia 
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as a practical ceiling. 

The example which follows presents the 
case of a small coastruction contractor, a 
corporation which, at the end of its first 
year of operation prepared the balance 
sheet and profit and loss statement shown 
by Column A. Prepaid rent consisted of 
payments of $2,200 per month as rentals 
under a lease purchase agreement on a large 
piece of equipment having a total cost price 
of $44,000. At any time during the 20- 
month period of the lease, the contractor 
could exercise the option to purchase and 
apply rentals paid against the purchase 


71 





price to the extent of $1,900 for each past 
monthly payment. The questions . raised 
were: 

1. Should all or part of the rental be 
charged off. 

Should the company continue to 
rent or should the option to buy be 
exercised. 

It was first decided that the full annual 
rental of $26,400 should be charged to cost 
if the decision to buy had not been made. 
Column B shows the effect of this decision. 
It was also decided that, if the option to 
buy were exercised at December 31, 1957, 
the rental premium of $300 per month 
($2,200 less $1,900) should be charged to 
costs during the first year, the full purchase 






price capitalized, and the liability for ¢ 
balance of the purchase price accrued. Ia” 
addition, depreciation at the rate of 20 per 
cent should be provided. Column C shows — 
the effect of this decision. % 

In this instance, the contractor decided 
that the more favorable profit picture was 
of less importance than the substantial loss 
of bonding capacity resulting from a buy 
decision. It should also be pointed out 
that this was a new corporation. For older — 
businesses, bonding companies might be in- 
clined to give weight to other factors, such 
as general financial position, favorable prof- | 
it history, etc., but for a new business the 
10 per cent working capital rule would be 
an important measuring ratio. 



























































THE "X" COMPANY - FINANCIAL STATEMENTS FOR THE YEAR ENDED 
COLUMN A COLUMN B COLUMN C 
Cash $ 7 600 $ 7 600 $ 7 600 
Accounts receivable 153 000 153 000 153 000 
Construction in progress 55 000 55 000 55 000 
Prepaid rent 26 400 -0- 
Fixed assets 39 000 39 000 83 000 
Reserve for depreciation (9 000) (9 000) (17 800) ‘ 
Total assets $272 000 $245 600 $280 800 
I 
Current liabilities $151 000 $151 000 $172 200 : 
Provision for federal income taxes 31 800 18 100 25 400 $ 
Capital stock 49 200 49 200 49 200 
Profit and loss (retained earnings) 40 000 27 300 34 000 ( 
Total liabilities and capital $272 000 $245 600 $280 800 
ene Sry r 
Value of work performed $743 800 $743 800 $743 800 
Cost of work performed 652 000 678 400 664 400 
a 
Gross profit $ 91 800 $ 65 400 $ 79 400 
Administrative and general expense 20 000 20 O00 20 000 ‘ 
ee. t 
Net profit before taxes $ 71 800 $ 45 400 $ 59 400 t 
Income taxes 31 800 18 100 25 400- 
I 
Net profit for year $ 40 000 $ 27 300 $ 34 000 
Working capital $ 46 500 $ 18 000 ; 
Estimated bonding capicity $465 000 $180 000 
(Ten times working capital) | 
Cc 
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Sales Forecasting Methods and Their Place 
in Long Range Planning 


by J. WALTER ARDNER 


pe PROFESSIONAL MANAGEMENT emerging in our industry today leaves no 

room for decisions based on intuition, whims or guess-work. The company 
which makes decisions in this manner will soon fall by the wayside. To ensure 
their companies’ success in the future, management is finding that it is necessary 
to devote more effort and energy to the area of management planning and to 
attempt to look into the future in terms of 5 years, 10 years, 15 years and even 
20 years. At the heart of the program for determining the long-range goal and 
formulating the plans for the attainment of that goal is the long-range sales 
forecast, because sales will determine the basis or level of activity. 

The manner in which we are to approach this long-range forecast and goal 
planning is the basis for this paper. While it is customary to call upon each 
phase of management to contribute toward the planning of the short-range 
forecast, we quite often find that top management has created a highly skilled 
staff, usually built around economists, the sole purpose of which is to peer into 
the future and provide management with the long-range forecast. However, 
more and more, alert management is finding that the long-range forecast must 
start with present conditions—present markets, market position enjoyed by the 
company, the current earning ability of the company, and its current financial 
position. This paper attempts to illustrate the manner in which the sales division 
and primarily the sales forecasting department provides a ready-made team of 
experts to ferret out answers to problems in reaching the pre-planned goal, which 
are principally of a sales nature. The first part of the presentation will illustrate 
the techniques used by the sales forecasting department in its every-day approach 
to its problem. The second part will attempt to show how the information, and 
the techniques developed to gather it, can be used in management's long-range 
planning program where problems of a sales nature are involved. 





J. WALTER ARDNER is Manager of the Sales Analysis Department of Kimble Glass 
Company, a wholly owned subsidiary of Owens-Illinois Glass Company, Toledo, Ohio. 
Prior to his present position, Mr. Ardner had extensive experience in general accounting, 
cost accounting and office management fields. 
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APPROXIMATE YEARLY is au 
___PRODUET LINE __ SALES _|_ MARKET. 
PRESCRIPTION DRUGS $ 2,500,000 Medical Profession 22 Fairly Even 
PROPRIETARY DRUGS 9,100,000 Wholesale Drug 285 Fairly Even 
Industry 19 pistribu- 
tors a ™ 
30 Mfre. ll Mfrs. (33%) 
OTHER ALLOYS _ 2,400 , 000 Beering Industry 1 1 Dist use 76% of Product 
17 Mfrs. 7 Mfrs. (41%) 
COPPER AND BRASS 5,300,000 Electrical Industry| 13 88 Were- account for 637% 
houses of Total Business 
3 } 
g DIVISION ? 1,350 170 Customers (12%) 
LUMINUM 19,500,000 Metal Fabricators 11 |Manufac- account for 72% 
i a ait - turers of Totel Business 
no 
— —— —— 
c 940 110 Customers (11%) 
z AGRICULTURAL CHEMICALS 13,400 ,000 Fertilizer Mfrs. 27? |Menufac- esseunt tor 468 
: turers of Total Business 
< CHEMICAL 
DIVIS10N TSE. Po * ae sie 
| Glass, Chemical 625 23 Customers (3.7%) 
| INDUSTRIAL CHEMICALS 25,100,000 | Paper and Textile 31 | Manufec- account for 38% 
| Industries | | turers of Total Business 
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Forecasting Techniques—Sources for the Backward Look 


First, let us look at sales forecasting techniques and procedures. A good sales 
forecasting procedure starts with known factors. These usually fall into three 
categories: 

1. The company sales of past years, broken down by grouping and 
profit classification. 


Industry and trade volume of sales and corresponding profit where 
available. 
3. Unusual factors affecting sales in the past. 


tN 


The first set, namely, the sales of past years, is usually a by-product of sales 
analysis. From a sales forecast perspective, the figures often require re-study and 
re-classification from time to time, due to changes in products, profit margin, 
competition, sales area, distribution methods or changes within the industry. 
They are the most accurate figures dealt with and provide the basis for sales 
forecasts. Exhibit 1 shows a typical sales analysis for a one-year period. 

Industry and trade volumes of sales and profits are a bit more difficult to 
secure, but, in most cases, are available through trade association, trade publica- 
tions and various business magazines, such as Fortune, Forbes and Business 
Week. The glass container industry, for example, is able to secure highly re- 
liable statistics from The Glass Container Manufacturer's Institute, as about 
95 per cent of the glass containers produced in the United States are made by 
companies which are members. To verify and support this information, the glass 
container industry can turn to the U. S. Department of Commerce, which pub- 
lishes quite a complete break-down by lines of the various types of glass contain- 
ers produced. Many other industries are similarly fortunate in having figures 
available but, even in cases in which there are no industry statistics available, 
there are ways of arriving at some sort of a yardstick. 

At a recent sales forecasting seminar conducted by the American reniaens 
Association, the market research manager of one of the large pharmaceutical 
companies told how his company got around the problem when they started a 
forecasting program. The researchers went back in their own company records 
and listed sales for a number of years. They then collected annual reports of the 
larger companies in their field and evaluated the sales of those companies 
over a considerable period of time. In this manner, they were able to develop 
a picture of the size of the industry and the manner of growth in the past by 
comparing that information with population statistics, disposable personal in- 
come statistics and other data of that type. Thus, they were able to paint a 
picture which was useful to them as a background for evaluations. 
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The third set of known factors affecting sales may be even more difficult 
secure. Such considerations as inventory conditions, public economic sentiment, 
competition and customer reaction are involved. However, since these element: 
can be very vital in developing a true picture of past sales, it is important 
every effort be made to study and evaluate them. For example, 2 cool summer 
can drastically affect the sale of devices which afford relief and comfort from” } 
excessive heat, such as air conditioners and fans, with a resulting large carp 
over of inventory to a new season. Such a condition may be the basis of reduced 
volume in the following season or may bring about the need for special sales 
and special concessions to distributors, thus destroying the profit margin. 

Public economic sentiment plays a very important part in over-all buying” 
habits of the individual consumer. The most marked examples have been World 
War II and the Korean conflict. In each instance, the public sentiment swayed to 
the idea that a shortage would develop and prices would rise. At the present 
time, the public sentiment is leaning to the recessive side, with the result that 
luxury goods have been particularly pinched while total gross national product 
has increased. The introduction of a new product, the entrance of new com 
panies into a field or the introduction of new less costly methods of manufacture 
can drastically change the competitive position of other companies. 

An excellent method found to emphasize this third group of factors is the 
preparation of charts showing a company’s physical volume of sales by industry” 
or comparable groupings for a period of at least five years in the past and show. 
ing also the total industry volume for the same period. This quickly discloses” 
what portion of the industry sales a company was able to capture from time to 
time and enables pinpointing of factors that affected either the total indup” 
try or a company’s relationship to the total industry. By relating factors im 
this third group to the chart, it is possible to dramatically show this effect on 
company sales, competitors sales and total industry sales. 


Forecasting Techniques—Sources for the Forward Look 


Since every company is faced with slightly different problems, there may be 
other types of known factors needed for a particular company which have not 
been discussed above. However, the foregoing illustrates the point that a good” 
sales forecast begins with known facts. Still, even with all of this array of facts, 
we are not yet ready to set down our prediction of the future. The environment 
of past years when those facts were created will be different from the envirom) 
ment of the future that is to be evaluated. For this reason, a picture must be 
developed of the climate in which a company must operate during the period) 
for which the forecast is prepared. This is the crystal ball area, but there # 
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much that can be done and must be done to reduce the amount of guess-work 
and give a good sound basis for judgment of factors applicable to sales in the 
ensuing period. This area of anticipated conditions has been divided into four 
categories. 

1. The economic outlook for the economy as a whole. 

2. Factors affecting the outlook for a particular industry or trade. 

3. Plans for a particular company during the forecast period. 

4. Known plans of other companies in the industry or trade. 


Most authorities on the subject of forecasting agree as to the importance of 
the economic climate. In preparing the sales forecast, an informed opinion on 
probable general business conditions must be developed. Logic can be used here. 
Since business on a national level is the composite of a number of chain re- 
actions of individual business transactions, it is not something that starts or 
stops suddenly. Within this chain of reactions are many yardsticks which indi- 
cate the trend of business on a national level for varying periods into the future. 

Among these yardsticks of national business indicators, every forecaster may 
have preferences, but some of the more commonly used indicators may be men- 
tioned. The first is the gross national product. This represents the total market 
value of the output of goods and services produced by the entire national 
economy. The second is personal income, composed of income received currently 
by individuals, unincorporated businesses, and non-profit institutions. It covers 
labor income, proprietor income, rental income of individuals, dividends and 
personal interest. The third indicator which many forecasters use is referred 
to as “disposable personal income.” This is sometimes also referred to as “take- 
home pay,” because it eliminates the tax from the personal income factor. The 
fourth statistic frequently used is construction activity. Construction represents 
a very large segment of the national economy and consequently employs a 
large number of people. Its activity has a very marked effect on general condi- 
tions. The fifth of the common indicators is the index to industrial production. 
It is the measure of physical volume of production in the United States, The cur- 
rent index is related to a base of 100 which equals the average rate of produc- 
tion for the period of 1947 through 1949, For example, when you hear that 
industrial production is at 144, it means that the physical volume of produc- 
tion is 44 per cent higher than the average for the years 1947 through 1949. 

There are, of course, many other indexes which may be used by the fore- 
caster, depending upon the particular industry and the particular problems 
with which a company is faced. For example, there are price indexes which may 
be very valuable. The wholesale price index is usually a pretty good forecast 


AUGUST, 1958 77 




























= 3 





of the demand for basic materials, while the consumer's price index is a meaeyy by 
ure of the cost of consumer items. Economic data of this type for past period: as 
and for the outlook of future periods is available through various sources. pr 
government is the chief collector and disseminator of much of this informatie an 
Economic Indicators prepared for the Joint Economic Committee by the Council, ha 
of Economic Advisors, the Survey of Current Business, a U. S. Department 3. sal 
Commerce periodical, and the Federal Reserve Bulletin are sources for me ‘% no 
of the information we have discussed. 4 us 
The second set of outlook factors covers the particular industry or trade. For Al 
example, a company manufacturing floor covering is vitally concerned with ¢ th 
number of new homes starts planned for the coming year. It is also concerned 
with the price range of the dwellings to be constructed, as well as certain oth Re es! 
indicated trends, such as the trends in preference that the builders are planning fo 
to appeal to. From another angle, on items of a seasonal nature, the carry- du 
over from one season to another is of vital concern to the sales forecaster, x set 


formation of this nature usually must be sought by the forecaster from indy fo 

and trade associations. In the area of factors affecting the outlook for a particular 

industry or trade must fall the matter of possible technological changes. Al 

of us are aware of the new synthetic fibers developed over the past 10 or 15 

years to compete with the old stand-bys of cotton, wool, silk and linen. As each 

new fiber made its way into everyday use, it was bound to have its effect upon 
the wool or cotton industries and provide factors which the forecasters in those” 
industries had to consider. With the increased emphasis on research and 
velopment, the forecaster must be ever alert for such technological factors that) 
can affect a particular industry or trade. 

The third area of anticipated factors which must be dealt with are the pla 

of the company for the forthcoming forecast period. What are the plans? 
sales go along the same as they did during the past period, with the same pro 
ducts, sales force, and advertising media, and retain or increase the sales posi- 
tion? Are changes in mind? How will those changes affect sales and 
costs. This is the area, of course, where forecasters usually employ what 
known as the “one-two” approach. On the first round, they pick up all 
conditions. After the forecast figures have been accumulated, mana 
reviews and decides what must be done to change them. 

The fourth of the factors which require a reading of the future deals 7 
| 
bi 
+ 












SGQgBbBSPRBWTEeE BeBS SE 


the plans and programs of competitors in the field. Quite often forecasters a 
left completely in the dark in this area, since it is something that competite 

may very carefully try to keep confidental. On the other hand, there is often) 
considerable information which is either public information or can be learned: 
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by a company’s sales force through the industry “grapevine.” Such information 
as the entry of new companies into the field or bringing into production of new 
production facilities by competitors is very often known quite well in advance 
and composes factors which may considerably affect future sales, On the other 
hand, such information as stepped up advertising by competitors, expansion of 
sales organizations, entrance of competitors into sales areas in which they have 
not formerly been engaged, and introduction of new products by competitors 
usually trickles back to the sales department from the sales force in the field. 
All such information must be weighed and evaluated for its possible effect upon 
the sales picture for the forecast period. 

With the foregoing information available, the forecaster is now prepared to 
establish his forecast figures. If recommended procedures have been diligently 
followed, plus whatever other special approaches a particular company or in- 
dustry may show a need for—in addition to a generous helping of good common 
sense—the forecast figures should be quite reliable. Should there be a need 
for the forecaster to justify the basis for a certain reareses only well-fortified 
convincing information should be used. 


The Use of Forecasting Techniques in Long-Range Planning 


We now come to the second part of this paper, namely, the manner in which 
the above techniques can be used by management to seek out logical solutions 
to problems associated with the pre-planned goal. Obviously, if the goal is to be 
realistic, it must be one that can be obtained and, when obtained, will provide 
the company with the kind of profit and growth that is desired. A realistic goal 
requires a foundation and, as mentioned earlier, this foundation must be based 
upon concrete facts. Since most of the concrete facts can only be associated with 
past history, a logical starting point begins with present conditions. Long-range 
goals should be an outgrowth of long-range forecasts and the latter an outgrowth 
of present conditions and the short-range forecast. Hence, it is only logical that 
the sales forecasting department be an integral part of the long-range forecasting 
committee. 

The purpose of this paper is to show how current operating personnel and, 
in this case, specifically the sales forecasting department can be utilized to advan- 
tage in determining the pre-planned goal, but it would be wrong to give the 
impression that current operating personnel should be responsible for the long- 
range goal. As pointed out earlier, the long-range goal is of primary concern 
to top management. Most of us will also quickly agree that, if current operating 
personnel were responsibile for long-range goals, it would soon play second 
fiddle to every-day problems and, at the very least, be unduly influenced by every- 
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day activities. While it is true that, in determining long-range forecasts, a reak 
istic start begins with present conditions, it is also equally true that looking fan 


ther into the future requires study of a business climate much less clear. = 
+ 
Fs 


there are numerous signposts which foretell of likely conditions a 


hence, it is very important that reliance for confirmation of this be made on Pa 


ple fully-trained in economics to develop the long-range economic outlook, & 


long-range goal team, with the economist on the staff, must, therefore be te 


sponsible for the long-range forecast. However, this team should include the 
sales forecasting staff. 

In preparing the long-range forecast, much of the data already discussed an 
and should be utilized. The primary difference between the short and long. 
range forecast is the evaluation of the economic climate and other changeable ” 
factors that must be faced in the less-clearly-defined future period. However, 
much of the real value of the sales forecasting experts comes into play in goal 
planning after the long-range forecast has been prepared. Management usually 
finds that the long-range forecast is not the type of picture that they would 
prefer it to be. If the company is to attain the kind of growth and profit desired, 
it becomes obvious that management will have to take some steps at this time, 
or at some time in the not too distant future, to provide the atmosphere and 
conditions under which the company can attain the goal desired. If the goal 
indicates a need for increasing the sales volume and the profit margin, several 
logical approaches are available. The first would be to look for expansion and 
growth within the present frame of operations, while the second would all 
for an analysis of possibilities outside of the present lines. 

Under growth of present operations might fall the re-evaluation of the com 
pany’s position in highly competitive industries, the expansion of domestic 
markets or the entering into foreign markets, and the changing of advertising 
programs or of sales and distribution methods. Whatever the problem in this 
area that management is faced with in evaluating the long-range goal, if it is 
one which lends itself to the sales forecasting techniques already estab 
lished, then the sales forecasting department experts should be utilized to seek 
the answers upon which logical decisions can be made, For example, if the prob 
lem is one of expansion in the domestic market area, before such action # 
taken, analysis and evaluation of those markets must be made. Can they be 
economically reached from present production facilities? What sort of com 
petition will be encountered in the new marketing area? What are the antick 
pated population growth trends or industrial growth trends in the area under 
consideration? The answers to problems of this type may very wei! be at the” 
finger tips of the sales forecasting people as a result of exploration which has” 
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been done in this area in determining and solving current forecasting problems. 

The economic practicability of entering foreign markets may also have been 
explored by the sales forecasting department. If not, the department may be a 
logical group to do such exploration, since sources of marketing information 
with which it is already familiar may be the source of such information on 
foreign markets as well. Its staff may be able to secure considerable information 
through trade associations on the results that other companies have had in the 
various foreign markets. 

If the long-range goal involves the economic practicability and probable suc- 
cess of stepped up advertising programs, who would be better prepared to evalu- 
ate and accumulate information on the probable results of advertising in the 
different media and at different levels of saturation? Obviously, the sales fore- 
cast people must be familiar with the success of advertising if they are to 
properly évaluate the short-term forecasting, and if the results of past adver- 
tising programs are available and have been analyzed. 

The possibility for expansion and growth within the present frame of opera- 
tion may take the form of new products. Here several alternatives may well 
want to be considered. The first would be a new product that may be developed 
by the company’s research and engineering divisions. In this respect, the sales 
analysis group of the sales forecasting department may provide logical sug- 
gestions for potential products or changes to present products, based upon in- 
formation picked up in the consumer area. They may also provide valuable 
information on timing of the introduction of new products, which can be of 
value in the customer acceptance of the product as well as the psychological 
effect upon the company’s own sales organization. Secondly, consideration must 
be given to the addition of known standard products or product lines to the 
company’s existing sales lines to better utilize the sales organization or to meet 
competition. Conversely, it might even be that a company’s product could be 
merchandised through another sales organization with a resulting increased 
margin of profit. 

The second general area in which the sales forecasting techniques and in- 
formation may be valuable in developing the pre-planned goal is in the evalua- 
tion of proposed growth for the company outside of present operations, This 
growth may come about by entering entirely new fields through developing new 
production and sales facilities within the company or it may take the form of 
acquiring already existing producton and sales facilities in the field through 
mergers and acquisitions. In either case, considerable study and analysis is re- 
quired if management is to make logical decisions and many of these studies 
must be concerned with the sales problems. Again, the sales forecasting de- 
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partment can be of tremendous value in the collection of known existing ¢ 
diticns in the potential industries, such as the size of the market, mar 
location, prices and probable costs, as well as companies already engaged in 
field. Along with known facts of past conditions, there are other aspects 
must be considered, namely, the potential growth of the new venture or 
tures in the future. Is the new field under consideration one in which gro 
is anticipated? If so, from what direction will the growth take place? Will t 
be a greater public acceptance of products in the field? Will it mean the 
velopment of untapped market areas? Or is the field one in which the changing 
aspect of the population, not only from the size but from the different age” 
aspects, becomes a factor that will provide potential growth? 2 
Evaluation of whether or not the field should be approached by developing 
production facilities and sales organization within the company or by acquiring 
a going business already established is, again, an area in which sales forecasting 
information and technique may be of considerable value. If the field is one in 
which established companies are firmly entrenched, the possibility of beeskiol 
into the market might provide considerable challenge and, in addition, 
a considerable period of time before a satisfactory sales and profit picture 
reached. On the other hand, in considering possible acquisitions or 
will those proposed provide the company with the facilities and 
outlets that it desires? What is the reputation of the firm under consi 
in so far as the sales market and product is concerned? What kind of 
organization does the firm under consideration have now and how will 
sales organization fit into the sales organization of the company? Will the a 
quisition or merger provide an improved sales outlet for present products and 
to what extent? 
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S 
The Long-Range Grows Shorter Fast : 
It can be seen from the foregoing that, while the long-range goal sul 





approach provides management with some problems which are unusual in both 
scope and the manner in which they must be handled, they are problems which 
can be approached from a somewhat scientific manner through organization ai 
facilities presently within the company. Secondly, we can see that, to attem 
to divorce the long-range goal planning from present organization and manage 
ment, may be a mistake on the score of not utilizing the information and sk 
of personnel available. What is probably of more importance, this separation) 
loses for the planning function, the support of the sense of judgment that ¢ 
erating personnel develop in their every-day contact with reality. 
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There is one further aspect to be mentioned which bears on the wisdom of 
utilizing the existing forecasting department as a part of the long-range plan- 
ning. This planning must continually be re-evaluated and changed, just as the 
short-range planning must be ze-evaluated and changed, to take into consideration 
new conditions not apparent before. Needless to say, time moves on, What is 
today’s long-range forecast will be tomorrow's short-range planning and the 
next day’s operations. The utilization of a sales forecasting department in long- 
range goal planning of the company is a way of preparing sales forecasting 


personnel to do a better short-range forecasting job. 





DIRECT COSTING PASSES THE 


ke SOMEWHAT UNFORTUNATE that di- 
rect costing and absorption costing have 
been treated as opposites. In fact, these 
methods are complementary. The advocates 
of direct costing claim that, by its use, the 
impact of varying volumes upon profits can 
be measured properly. The advocates of 
absorption costing maintain that, under 
their method, full product costs can be de- 
veloped so that pricing policies and related 
aspects of the business can be studied. The 
simple fact is that a well-informed manage- 
ment needs the direct cost as well as the 
full cost. Each has its place in planning 
and controlling. Since both costs are 
needed, companies which are on absorption 
costing develop the direct cost by statistical 
analysis. Companies which are using direct 
costing must develop the full cost by statis- 
tical analysis. 

This means that, if both costs are needed 
and if one must be developed from an 
analysis of the accounts and the other di- 
rectly from the accounts, some other test 
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“FUTURE BENEFIT” TEST 


by Robert B.Wetnight* 


should be used to determine how the ac- 
counts are to be kept. Excluding for the 
moment highly important intermediate uses, 
the end result of costing techniques is to 
establish a valuation that will be assigned 
to the inventories for the purpose of de- 
termining periodic income. It would appear 
that the method to be used in the accounts 
should be one which most fully meets this 
requirement. 

Exclusive of the cash and near cash 
items in the balance sheet, the purpose of 
carrying items in this statement is to pro- 
vide a resting place for them before they 
are transferred to the income statement. 
Thus, the income statement is dominant. 
The American Institute of Certified Public 
Accountants defines an asset as “something 
represented by a debit balance (other than 
a deficit) that is or would be properly 
carried forward upon a closing” (Account- 
ing Terminology Bulletin, No. 1, Review 
and Resume p. 13 AIA, 1953). This is 
consistent with the basic concept that in- 
come will be measured by the matching of 
the revenue of a period and the related 
costs incurred in providing this revenue. 

Let us look at this matching concept as 
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it applies to equipment. The reason for 
capitalizing equipment costs is to hold the 
incurred costs until the proper time to 
transfer them to income in the form of de- 
preciation expense. If this is true, then it 
is also true that the main purpose of ac- 
counting for inventories is to hold those 
incurred costs which attach to inventoriable 
items until they are transferred to the in- 
come statement as cost of goods sold. The 
problem is to define what costs are held 
and what costs are transferred to income 
immediately. 

To go back to the example of equip- 
ment, it seems that the major test to be 
used is the one of “future benefit.” If there 
is to be no future benefit from the expendi- 
ture for equipment, there would be no rea- 
son for deferring the expensing of the 
incurred costs. Also, if there is to be no 
future benefit from inventoriable costs in- 
curred in the future accounting periods, 


then there should be no reason to o 
these costs and hold them in the 
sheet. If this test of future benefit is 
plied to the two methods of costing 
discussion, it can be seen that direct co 
most closely fits the requirements. In th i. 
first place, there is a future benefit from 
the incurrence of variable costs. These me, 
will not need to be incurred in a 
period. However, in the case of the 
costs, no future benefit exists, since 
costs will be incurred during the 
period, no matter what the level of ¢ 
tions. 

The final point to remember is that 


na 


is no single cost that can serve all purposes, 
The accounts can be maintained only . 
one basis. Thus, the selection of the ts 
to be used should be one that has the 
universal benefit. Ia an era of emphasis oa 
the income statement, direct costing s 
to be the logical method. 
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Audit Control of 
Time - and - Material Subcontracting 


by PHILIP E. PAINE 


HE TIME-AND-MATERIAL CONTRACT frequently is found more practicable 
than the fixed price contract in connection with the procurement of en- 
gineering services, experimental work, new parts and special tooling, in which 
such factors as short lead time and exacting specifications make it difficult to 
accurately estimate total costs. Currently, with government spending for defense 
on the increase, the time-and-material contract takes on added significance for 
many prime contractors. Recently, at least two major defense contractors have 
been under fire by the General Accounting Office for their laxity in administer- 
ing such subcontracts. Referring to one of these firms, the General Accounting 
Office made this statement in a report to Congress, “Unnecéssary cost was in- 
curred by the Government through the extensive use of time-and-materials sub- 
contracts without adequate cost controls.” (As quoted in Aviation Week, March 
31, 1958). In view of the Government's concern, management and accounting 
people of firms engaged in missile production and other defense contracts, will 
find it worth while to consider the control features as well as the advantages of 
time-and-material procurement. 

The time-and-material type purchase order, or contract, provides for the pro- 
curement of supplies or services on the basis of direct labor hours expended, 
plus material at cost. The hours are billed at fixed rates which include labor, 
overhead and profit. Material handling costs may be included in the charge for 
material at cost but only to the extent that they are clearly excluded from any fac- 
tor of the charge computed against direct labor hours. Unfortunately, this type 
of purchasing commitment does not encourage efficiency and, in fact, is sus- 
ceptible to certain abuses which are detrimental to otherwise sound procurement 
policies. Not only will the supplier's profit and overhead absorption increase 
with the use of direct labor but also he may be tempted to use less expensive 
grades of labor than contemplated at the time the rates were negotiated. The 
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time-and-material type contract lacks the purchasing advantages of competi 
bidding and, therefore, it becomes imperative that the purchaser establish 
quate controls against the possibility of inefficiency and misuse. 

This paper describes how one company, a defense contractor, engaged in { 
research, development and manufacture of communication equipment, ¢: 
lished effective audit controls over the time-and-material procurement of 
plies. A program encompassing these controls was formulated in the interg 
audit department which has as one of its functions the responsibility for 
ing subcontractors. The essence of the program is a survey-type audit of 
subcontractor as the basis for negotiating fair and reasonable time-and-mat 
rates applicable to all such contracts with these suppliers. This program, 4 
course, is in addition to the more common internal controls and checks ow 
procurement. It should be noted, too, that the prime contractor is obligated ur 
government cost-type contracts to review subcontractors’ cost, and so the pa 
gram must be acceptable to the cognizant government audit agency. This is 
to say that the program should be considered inflexible. On the contrary, 
quite adaptable to other areas of procurement where the time-and-material @ 
similiar approach is necessary or desirable. But the very fact that the audit® 





TIME AND MATERIAL PRICING AGREEMENT NO. —FIXED TERM 





It is hereby agreed that for a period not to exceed six (6) months, ending August 1, 1954, purchase o: 
placed with your company by Company which specify a time and materials charge will | 
be accepted in accordance with the following: 





1. MATERIALS. Charges for materials including subcontract purchases shall be at cost. No profit on © 
material shall be included. Handling charges for material shall be included only in charges relating to Item 2 
below. 


2. LABOR. Direct labor will be invoiced at the rate of ($s ) per hour. Direct labor invoiced 
is to include only . It is understood that sawing time, janitor service, material hand- 
ling, maintenance, and similar labor is already included in the hourly rate as overhead and such time is not to 
be invoiced on an hourly basis. The stated hourly rate includes all labor costs, all charges for overtime, o 
head, and profit. No additional charges shall be accepted by . Direct labor to be invoiced shall | 
be in accordance with an approved accounting method in effect as of the date of this agr which unt: 
ing method includes use of daily job time cards and adequate payroll records. 








3. INVOICES. Invoices shall detail and set out separately the number of direct labor hours and costal | 
materials. Invoi will be submitted promptly upon completion of the job. z 





4. AUDIT. shall have access to and the right to examine directly all boeks, time cards, and 
other documents relating to such orders for a period of three years following fina] payment. 


5. MAXIMUM PRICE. if a maximum price is specified on any purchase order, the total of labor and 
material charges shall not exceed such maximum price. 


6. REFERENCE TO AGREEMENT ON PURCHASE ORDER. This agreement is supplementary to other 
terms and conditions contained in purchase orders. may incorporate this agreement into its 
purchase orders by reference on the face of the orders as fdllows: 


“TIME AND MATERIAL ORDER. This order is subject 
to all terms and conditions on the back hereof, and our 
time and materials buying agreement No. _—_— dated 
COMPANY 
BY 
TITLE 
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conducted in lieu of an audit by the Government, provides convincing leverage 
in the event the subcontractor is hesitant to open his books. 


The Survey Audit Program and Starting the Audit 


The objectives of the audit program are three in number: (1) to audit com- 
pleted jobs, (2) to review the supplier's time-keeping system, and (3) to ob- 
tain reliable accounting data as the basis for negotiating a Time-and-Material 
Pricing Agreement (Exhibit 1). Each audit is followed up with a visit by a 
team consisting of a staff man from the purchasing department and a represen- 
tative from the internal audit department. This team, with the auditor serving 
in an advisory capacity, negotiates with the subcontractor time-and-material rates 
to be incorporated in the fixed term agreement, The team also is in an excellent 
position to survey the supplier's operation and facilities and report back to 
engineering and purchasing any information which may be of use in evaluating 
the supplier as a source. Preceding the audit, the buyer contacts the supplier 
to arrange a date and explain briefly the purpose of the survey audit. This simple 





TIME AND MATERIAL AUDITS INFORMATION QUESTIONNAIRE 





3. Payroll records 
C. Accounting period used 


L Organization 
. Name 
. Address 
. Type of organization 
1. Where incorporated 
2. Stock ownership 
. Date incorporated or organized 
. Divisions or subsidiaries 
. Officers or partners ° 
1. Experience and background Layout | 
. Nature of operations . Age and condition 
1. Type of production or service performed . Special facilities, if any 
2. Important customers 
3. Per cent for Government 
. Outside ting assista view of fin 
1. Analyze direct labor 
a. Vacation and holiday pay 
b. Supervisory : 


IV.Facilities 
A. Plant and office 
1. Area 
. Age and condition 
. Construction 


hin 





y and i nt 


>? 
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Personnel 
A. Average payroll, number and amount 





B. Skill of employees 
1. Number of journeymen 
C. Extent of supervision 
D. Extent of supporting or service personnel 
E. Relatives on payroll 
F. Relations with union 
G. Fringe benefits 
H. Wage rate ranges 
1. Journeymen 
2. Apprentices 


. Records 
A. Books of orignnal entry and subsidiary records 
B. Gost accumulation system 
l. Timekeeping system 
a. Reconciliation with attendance records 
2. Job charge system ’ 


¢. Overtime 
2. Analyse manufacturing overhead 
a. Composition of indirect labor 
b. Depreciation 
c. Design department expenses 
3. Analyze general and administrative 
a. Salaries of principle officers 
b. Travel and entertainment 
Anticipated overtime schedule 
Proposed wage increase, if any 
Material markup, if any 
Secure copies of pertinent forms 
Total direct labor hours 
Average direct labor rate 
Review income tax returns and 
correspondence 


FOMRD OY 
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courtesy is rewarded in the reception accorded the auditor when he ari 
a later date. There is no place in this type of program for a surprise audit, 
audit usually requires one day and is logically divided into three phases: © 
1. The introduction, which affords an opportunity for the auditor 
and representatives of the supplier to get acquainted. 

. The Questionnaire, (Exhibit 2) which contains in comprehensive” 
outline form specific areas of questions designed to guide the @ 
auditor in familiarizing himself with the organization, personnel, 
and accounting system of the supplier. The last section of the out-— 
line includes a review of the supplier's financial statements. . 

. The audit of completed jobs, in which several recent invoices are 9 
selected for verification of hours and materials charged, and which © 
also provides an opportunity to appraise the supplier's time-keep- 
ing and job cost systems. 


Before leaving the supplier's premises, the auditor can arrange a conven 
date for the rate negotiation meeting. After completing the field work, he 
either return to his office before calculating time-and-material rates or he 
complete this job in the field so that the actual negotiations can be schedy 
take place almost immediately following the audit. 

Upon his arrival at the supplier's office or shop, the auditor presents hime 
self immediately to the president or some other designated officer. It is 


at this point to spend a few minutes explaining the purpose of the audit. 
certainly the supplier will have only a vague understanding of the auditor's pur 
pose and may even tend to be somewhat resentful. For this reason, it helps ® 
include a provision in the time-and-material purchase order which reserves && 
right to examine the supplier's records supporting the hours charged, Whee 
defense contracts are involved, the auditor should point out that the audit par 
gram is designed to protect the Government's interest at the subcontract lew 
and, to that extent, relieves the supplier of the burden of a more extensive 
by the cognizant government audit agency. Moreover, it is worthwhile to ® 
mind the suppliers that time-and-material procurement involves little or no 
to him, whereas the risk to the prime contractor is considerable. 
After the supplier has a clear understanding of the audit objectives, he 
usually invite the auditor to accept a tour of the shop and facilities. This # 
provide an opportunity for the auditor to observe the over-all appearance 
condition of the shop and its equipment. He should also be alert with 
to the employment level, time-keeping system in use, and apparent work 
of shop personnel. Before filling out the questionnaire, the auditor is 
advised to request records he will need in order to complete his work. 
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will ordinarily include the most recent balance sheet and profit and loss state- 
ment, relatively recent job orders and supporting time records, and such payroll 
records as are necessary to permit computations of direct labor rates. Occasionally, 
some resistance is met from officers of closely-held companies to the request 
for a profit and loss statement. In such instances, it is well to give assurance 
of strict confidence and to explain that it is impossible to complete the audit 
without reviewing this statement and that, accordingly, the supplier would be 
denied any future time-and-material business. 


Filling Out the Questionnaire 


In all probability, depending upon the size of the supplier's operation, the 
chief executive or other officer designated by him, will choose to supply the in- 
formation contained in the questionnaire. The questions, of course, can be omit- 
ted or expanded as required. The important consideration is that all necessary 
points be developed in a logical, comprehensive manner to give the auditor and 
his company all the information required to make an intelligent appraisal. The 
questions in the last section of the questionnaire are pertinent to possible adjust- 
ments to the supplier's direct labor and overhead, This matter will be dealt with 
later in the discussion of the time-and-material calculation, However, at this 
point in the audit, it is appropriate to request answers to these questions: 

1. Does direct labor include pay for vacations, holidays and sick 
leaves? 
2. Is the premium portion of overtime pay included in direct labor? 
3. Does direct labor include the nonproductive time of supervisors 
and officers? 
. Is engineering design labor segregated? 
. What is the composition of the indirect labor account? 
>. Do depreciation charges appear reasonable? 
. Is engineering overhead shown separately? 
. Who is included in the officers’ salaries account and are salaries 
reasonable? 
9. Does the travel and entertainment account appear reasonable? 
10 What average work week is anticipated for the next six months? 
11. Does the supplier expect to increase wage rates during the next 
six months? 
12. Does a review of overhead accounts suggest any significant non- 
recurring items? 
13. Does the supplier anticipate any unusually heavy expenditures 
in the near future? 
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The extent of questions asked can only be determined after reviewing the 
financial statements and on the basis of other facts coming to the auditor's; 
tention during the audit. Usually most of these questions will be found 
pertinent to the calculation of accurate time-and-material rates. 

Often, in order to determine time-and-material rates, it is necessary to ¢ 
pute two overhead rates—one for “build” and a separate rate for engine n 
design. Usually the books segregate engineering direct labor from shop 
so that establishing separate bases on which to compute these rates is a si 
matter. However, it is often necessary to review overhead for items identi 
as applicable only to engineering and, to the extent this is possible, the au 
later transfers these items on his rate calculation work sheet from the “builg 
column to the “design” column. He may find a few expense items, such as @ 
preciation, ret, and light, which are applicable to both “build” and design. 
this event, it is not too difficult to estimate the amounts pertaining to each 
partment and to make the necessary transfers. 

No attempt is made to separate selling, general, and administrative exp 
between the two departments but, rather an over-all general and administr 
rate applicable to the total direct cost dollar for each department is cal 
In view of the fact that design direct cost is substantially less than “build” d 
cost, this method results in a satisfactory apportionment of general and 
istrative expense for time-and-material purposes. 

The average hourly wage rate is also vital to the determination of each t 
and-material rate. Separate average wage rates can be established for mar 
turing and design, using the current rates for all regular direct labor emple 
as they appear on the payroll register. (Although these rates are someti 
computed from total direct labor cost and hours for a given period, 
shops are not so apt to maintain a record of cumulative direct labor houss 
From the standpoint of administration and future invoice audits, it is we 
avoid establishing separate rates for each of varous job classifications. Oca 
aiuy, tne direct labor payroll will include indirect labor employees. Conseque 
it is advisable to scrutinize this record and to eliminate wages representing 
productive labor, before computing the average rate. It is most important 
the average hourly wage rate used in computing the audited time-and-mat 
rate consist only of the wage rates of employees who charge time to jobs. 
wise, the auditor should determine whether the officers charge time to jobs 
to that extent, include estimated hourly rates for them. 

On the theory that overtime is applied proportionately to all jobs in the 
it is satisfactory to include an overtime factor in the average rate, rather 
to attempt to establish a separate overtime rate. 
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Conducting the Invoice Audit 


The invoice audit is valuable and yet not time-consuming. The auditor selects 
several representative invoices recently paid and verifies the hours billed by 
tracing them back through the job order to the time cards. Any weaknesses in 
the time-keeping and job cost systems become apparent immediately. The sys- 
tem should provide for the accurate recording on time cards of time charged to 
jobs and it should provide for the reconciliation of total hours charged to jobs 
with total hours reported for payroll purposes. In some shops, deficiencies will 
be noted and corrective procedures can be recommended. 

One shop, located close to the prime contractor's plant and therefore con- 
sidered a valuable supplier, was not using a job order system. In this case, a 
system was designed and its use explained to the officer of the firm. Later, dur- 
ing a follow-up audit they reported how pleased they were with the information 
end control it provided. In two other audits, flagrant over-billings were disclosed. 
In each case, the examination was extended to include all invoices rendered 
over several years and resulted in substantial refunds to the prime contractor. 
But, aside from any possible monetary benefit, the psychological value of these 
audits should be recognized, particularly if they are conducted on a continuous 
basis. 

Usually the auditor can verify material charges, where significant, by com- 
paring them with invoices or standard cost lists. It will be found that most 
shops traditionally add a markup of 10 per cent to cover material freight and 
handling costs, Invariably these costs are included in overhead, meaning that 
the markup is tantamount to profit on material and is, therefore, a violation of 
time-and-material subcontracting.. The elimination of these markups alone can 
contribute to a worthwhile reduction in costs. 


Calculating Time-and-Material Rates 


Having completed the survey-audit, the auditor has all the information he 
will need in order to compute the time-and-material rates to be used in nego- 
tiating with the subcontractor. For this purpose, a worksheet (Exhibit 3) was 
designed on which to show direct labor, overhead, adjustments and the actual 
computation of rates the subcontractor’s books will support. This worksheet 
not only serves as a convenient method for determining the rates but also pro- 
vides a permanent record for future reference. Typically, adjustments to direct 
labor will include a provision for a proposed wage increase, the transfer of 
non-productive wages to overhead, and the transfer of vacation and holiday 
pay to overhead. Overtime premium frequently is included in direct labor 
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TIME-AND-MATERIAL RATE DETERMINATION WORKSHEET 
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EXHIBIT 3 


although no adjustment is called for here, since the average direct labor 
rates include overtime. Total direct labor after adjustments, then, is the 
on which overhead rates are determined. . 
Adjustments to manufacturing and engineering overheads will normally 
clude, of course, transfers from direct labor in addition to transfers be 
the two departments. Occasionally, it is necessary to make adjustments for 
reasonable salaries, rent, depreciation, anticipated wage increases, and f 
to or from general and administrative overhead. To a large extent, adjustme 
and transfers are based on reasonableness and accepted accounting principle 
well as on the detail provided by the accounting system. J 
Adjustments to the general and administrative overhead are likely to 
from unreasonable salaries, bonuses and entertainment expense. In determ 
the extent of any adjustment to salaries, it is necessary to consider the si 
the firm and to make a comparison with salaries paid by similar comp 
Where it is desirable, for rate determination purposes, to make a signil 
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downward adjustment in the amount shown for officer’s salaries, the negotiat- 
ing team can point out to the management involved that the amount eliminated 
properly belongs in profit rather than overhead. In one audit of a larger-than- 
average shop, $50,000 was eliminated in this manner without the slightest 
objection from the officers directly concerned. On the other hand, in at least 
two audits, the officers’ salary item was adjusted upward, for purposes of rate 
calculations, where their compensation was grossly understated. 

Reference to the bottom portion of Exhibit 3 will show how the time-and- 
material rates are determined. Beginuing with the average direct labor cost per 
hour as previously computed, the auditor adds manufacturing (or engineering) 
overhead per direct labor dollar. This rate is arrived at by dividing the adjusted 
overhead by adjusted direct labor. The result is total direct cost per hour, 
to which is added general and administrative overhead per direct cost dollar. 
General and administrative rate is determined by dividing adjusted general and 
administrative overhead by the total of adjusted direct labor and adjusted 
manufacturing overhead. The profit factor is left to be added during the actual 
negotiations. 

After each audit, a confidential report is prepared and sent to the purchasing 
agent and any others who may be authorized to receive it. The report contains 
transcripts of the subcontractor’s financial statements, a completed questionnaire, 
and a detailed statement of the rate calculations, together with the auditor's 
comments. Before engaging in negotiations with the subcontractor, the audit 


worksheet is presented to the purchasing department with whom all proposed 
adjustments are carefully reviewed, Consequently, the purchasing representa- 
tive is familiar with how the rates are computed and has an opportunity to 
concur in the adjustments made. This is important if the negotiating team is 
to effectively represent management in dealing with subcontractors. 


Negotiating Time-and-Material Rates 


Negotiations are conducted in the subcontractor’s shop, with the president 
and his chief accountant in attendance. Where the subcontractor employs an 
outside accounting firm, a member of that firm who is familiar with the opera- 
tions and accounting system may be invited, as his presence helps to promote 
mutual understanding in discussions of accounting questiors. The negotiator 
opens the negotiations with a brief statement relative to the risks involved in 
time-and-material subcontracting and the consequent need for controls. The 
subcontractor should be made aware of why negotiated time-and-material rates 
are considered necessary in the proper administration of these contracts. More- 


AUGUST, 1958 93 





over, it is pointed out that no vendor will receive time-and-material orders ig 
the absence of a legally executed agreement. The negotiator should also 
plain that, although the agreement normally will be binding for a fixed terms 
in this case six months—either party is free to request a revision in rates b 
on significant changes in direct labor or overhead arising prior to the expi 
of that term. a 
To force disclosure in negotiations of the detail underlying calculated f 
the negotiator can suggest that the contractor quote “build” and design 
which he believes he can justify. Frequently, the rates quoted are reason 
close to those his books will support after adjustments, and a satisfactory 
is quickly negotiated. Sometimes, however, the spread is especially wide 
it becomes necessary to discuss major adjustments or the profit factor. Inn 
tiating fair rates, there is no substitute for the application of sound busines 
judgment. In line with his premise, the negotiator should consider the subeom 
tractor’s record of service, efficiency and performance, as well as the p ’ 
accounting information of over-all profit on cost and earning: of com 
firms, Moreover, the negotiator should not lose sight of the fact that the 
age margin of profit historically earned by the business is probably more 
adequate for time-and-material work for which the risk is negligible. a 3 


i 
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Tangible and Intangible Results 


Most audits have contributed, to an important degree, to lower 
material rates than those previously in effect. A few have been subs 
lower. Through these audits, the auditor has an excellent opportunity to 
certain phases of his own company’s procurement practices. Over and above 
the dollar savings and control provided, the program offers several in 
benefits. Not only is the auditor in a position to evaluate and suggest ona 
ments in the supplier's accounting systems, but also he can take note of p 
tinent questions raised by the suppliers and carry these back to his i 
accounting and engineering departments. Functioning in these capacities, 
can contribute to improved relations between his firm and the subco t 
who is important to his company’s continued success. And, too, he can 
mote more respect for his organization by virtue of these audits. 

Although it is impossible in this paper to discuss all facets and rami 
of the subcontractor audit program, we hope we have at least suggested tl 
possibilities it offers. A continuing program of time-and-material audits 
real as well as a psychological influence in controlling this method of | 
ment, which too often does not receive the close attention it deserves. 
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Beyond Chese Covers 


Essential of Accounting 


William A. Paton and Robert L. Dixon, Mac- 
60 Fifth Ave., New York 11, 


millan Co., 
N.Y. 


Based on Dr. Paton’s work by the same 
title, published in 1938 and revised in 
1949, this text is thorough in its treatment 
of matters basic to the accounting process, 
whether describing operations such as cash 
receipts and disbursements or “ledger tech- 
niques.” Prefatorily it is indicated that 
the authors have not tried to “temper the 
wind to the shorn lamb” but, rather, to 
encourage students to face difficulties of 
subject matter “head on.” 


Establishing a New Product 
Program 


American Management Association, 
Broadway, New York 36, N. Y. 
bound, 124 pp., $3. 


Subtitled “Guides for Effective Planning 
and Organization” and also designated as 
AMA Management Report No. 8, this 
volume gathers together addresses offered 
in November before a conference on the 


1515 
Paper 


topic, “Organizing A New Product Pro- 
gram,” “Pricing New Products” and the 
“Product Planning Committee: Its Oppor- 
tunities and Responsibilities” are among 
the topics dealt with. 


Arms Length Transactions 


Robert S. Holzman, Ronald Press Co., 15 
East 2616 Si., New York 10, N. Y., 1958, 
169 pp., $10. 


The Tax on Accumulated Earnings 


Robert S. Holzman, Ronald Press Co., 15 
East 26th St., New York, N. Y., 1958, 136 
pp., $10. 


Thin Capitalization 


Martin M. Lore, Ronald Press Co., 13 East 
26th St., New York 10, N. Y., 1958, 261 
pp., $10. 


These volumes in the tax field are additions 
to the “‘tax practitioner's library,” of which 
Mr. Holzman is the editor. Eight other titles 
have been published or are in preparation, 
among them “Travel and Entertainment Ex- 
pense” by Leopold Schorr and “Repairs vs 
Capital Expenditures” by James C. Wrig- 
gins and George Byron Gordon. 


Articles 


Cost Accounting and Computers 


Maurice S. Newman, The Controller, 
1958. 


This paper is angled toward the theme that 
the handling of the repetitive calculations 
in costing calls for the use of computers, 
ie, “that the basic cost accounting func- 
tions involve a tremendous amount of man- 
ual reprocessing of . . . data which, if 
properly organized and programmed, could 
be done more effectively by the use of 
computers.” 


May 


The Robinson Patman Act and 
the Accountant 


Jerrold G. Van Cise, New York Certified 
Public Accountant, May, 1958. 


An extended paper in narrative style, with 


AUGUST, 1958 


numerous case references, this article pic- 
tures an attorney and an accountant in a 
step-by-step review of facts, cost and wfthier- 
wise, to determine whether or not a 
Robinson-Patman Act violation exists. 
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The Controller 


2 Park Avenue, New York 16, N. Y. Single 
copy 60¢. 


New York Ceritfied 

Public: Accountant 

677 Fifth Avenue, New York 22, N. Y. 
Single copy 50¢. 
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